AUTHENTICATED 
U.S. GOVERNMENT 
INFORMATION ^ 


S. Hrg. 111-315 

PROTECTING SHAREHOLDERS AND ENHANCING 
PUBLIC CONFIDENCE BY IMPROVING COR- 
PORATE GOVERNANCE 


HEARING 

BEFORE THE 

SUBCOMMITTEE ON 

SECURITIES, INSURANCE, AND INVESTMENT 

OF THE 

COMMITTEE ON 

BANKING, HOUSING, AND URBAN AFFAIRS 
UNITED STATES SENATE 

ONE HUNDRED ELEVENTH CONGRESS 

FIRST SESSION 
ON 

EXAMINING THE IMPROVEMENT OF CORPORATE GOVERNANCE FOR 
THE PROTECTION OF SHAREHOLDERS AND THE ENHANCEMENT OF 
PUBLIC CONFIDENCE 


JULY 29, 2009 


Printed for the use of the Committee on Banking, Housing, and Urban Affairs 



Available at: http://www.access.gpo.gov/congress/senate/senate05sh.html 


U.S. GOVERNMENT PRINTING OFFICE 
55-479 PDF WASHINGTON : 2010 


For sale by the Superintendent of Documents, U.S. Government Printing Office 
Internet: bookstore.gpo.gov Phone: toll free (866) 512—1800; DC area (202) 512-1800 
Fax: (202) 512-2104 Mail: Stop IDCC, Washington, DC 20402-0001 


COMMITTEE ON BANKING, HOUSING, AND URBAN AFFAIRS 


CHRISTOPHER J. 
TIM JOHNSON, South Dakota 
JACK REED, Rhode Island 
CHARLES E. SCHUMER, New York 
EVAN BAYH, Indiana 
ROBERT MENENDEZ, New Jersey 
DANIEL K. AKAKA, Hawaii 
SHERROD BROWN, Ohio 
JON TESTER, Montana 
HERB KOHL, Wisconsin 
MARK R. WARNER, Virginia 
JEFF MERKLEY, Oregon 
MICHAEL F. BENNET, Colorado 


DODD, Connecticut, Chairman 

RICHARD C. SHELBY, Alabama 
ROBERT F. BENNETT, Utah 
JIM BUNNING, Kentucky 
MIKE CRAPO, Idaho 
MEL MARTINEZ, Florida 
BOB CORKER, Tennessee 
JIM DeMINT, South Carolina 
DAVID VITTER, Louisiana 
MIKE JOHANNS, Nebraska 
KAY BAILEY HUTCHISON, Texas 


Edward Silverman, Staff Director 
William D. Duhnke, Republican Staff Director 

Dawn Ratliff, Chief Clerk 
Devin Hartley, Hearing Clerk 
Shelvin Simmons, IT Director 
Jim Crowell, Editor 


Subcommittee on Securities, Insurance, and Investment 


JACK REED, Rhode Island, Chairman 
JIM BUNNING, Kentucky, Ranking Republican Member 


TIM JOHNSON, South Dakota 
CHARLES E. SCHUMER, New York 
EVAN BAYH, Indiana 
ROBERT MENENDEZ, New Jersey 
DANIEL K. AKAKA, Hawaii 
SHERROD BROWN, Ohio 
MARK R. WARNER, Virginia 
MICHAEL F. BENNET, Colorado 
CHRISTOPHER J. DODD, Connecticut 


MEL MARTINEZ, Florida 
ROBERT F. BENNETT, Utah 
MIKE CRAPO, Idaho 
DAVID VITTER, Louisiana 
MIKE JOHANNS, Nebraska 
BOB CORKER, Tennessee 


Kara M. Stein, Subcommittee Staff Director 
William H. Henderson, Republican Subcommittee Staff Director 
Dean V. Shahinian, Senior Counsel 
Brian Filipowich, Legislative Assistant 
Randy Fasnacht, GAO Detailee 
Hester Peirce, Republican Counsel 
William Henderson, Republican Legislative Assistant 


(II) 



CONTENTS 


WEDNESDAY, JULY 29, 2009 

Page 

Opening statement of Chairman Reed 1 

Prepared statement 42 

Opening statements, comments, or prepared statements of: 

Senator Bunning 2 

Senator Schumer 3 

WITNESSES 

Meredith B. Cross, Director, Division of Corporation Finance, Securities and 

Exchange Commission 6 

Prepared statement 42 

Responses to written questions of: 

Senator Bunning 230 

John C. Coates IV, John F. Cogan, Jr., Professor of Law and Economics, 

Harvard Law School 8 

Prepared statement 45 

Responses to written questions of: 

Senator Bunning 232 

Senator Vitter 234 

Ann Yerger, Executive Director, Council of Institutional Investors 9 

Prepared statement 50 

Responses to written questions of: 

Senator Bunning 235 

Senator Vitter 239 

John J. Castellani, President, Business Roundtable 11 

Prepared statement 127 

Responses to written questions of: 

Senator Bunning 240 

J.W. Verret, Assistant Professor of Law, George Mason University School 

of Law 13 

Prepared statement 224 

Responses to written questions of: 

Senator Bunning 244 

Senator Vitter 244 

Richard C. Ferlauto, Director of Corporate Governance and Pension Invest- 
ment, American Federation of State, County, and Municipal Employees 15 

Prepared statement 225 

Responses to written questions of: 

Senator Bunning 245 


(III) 




PROTECTING SHAREHOLDERS AND ENHANC- 
ING PUBLIC CONFIDENCE BY IMPROVING 
CORPORATE GOVERNANCE 


WEDNESDAY, JULY 29, 2009 

U.S. Senate, 

Subcommittee on Securities, Insurance, and 

Investment, 

Committee on Banking, Housing, and Urban Affairs, 

Washington, DC. 

The Subcommittee met at 2:35 p.m., in room SD-538, Dirksen 
Senate Office Building, Senator Jack Reed (Chairman of the Sub- 
committee) presiding. 

OPENING STATEMENT OF CHAIRMAN JACK REED 

Chairman Reed. Let me call the hearing to order and welcome 
our witnesses. Thank you, ladies and gentlemen. We expect mo- 
mentarily that the Ranking Member will arrive, and I thank Sen- 
ator Corker and Senator Menendez for joining us. 

Today’s hearing will focus on corporate boardrooms and try to 
help us better understand the misaligned incentives that drove 
Wall Street executives to take harmful risks with the life savings 
and retirement income of so many people. This Subcommittee has 
held several hearings in recent months to focus on gaps in our fi- 
nancial regulatory system, including the largely unregulated mar- 
kets for over-the-counter derivatives, hedge funds, and other pri- 
vate investment pools. 

We have also examined problems that resulted from regulators 
simply failing to use the authority they had, such as our hearing 
in March that uncovered defective risk management systems at 
major financial institutions. 

But although regulators play a critical role in policing the mar- 
kets, they will always struggle to keep up with evolving and cut- 
ting-edge industries. Today’s hearing will examine how we can bet- 
ter empower shareholders to hold corporate boards accountable for 
their actions and make sure that executive pay and other incen- 
tives are used to help companies better focus on long-term perform- 
ance goals over day-to-day profits. In this latter regard, this is a 
timely hearing based on the action yesterday of the House Finan- 
cial Services Committee. 

Wall Street executives who pursued reckless products and activi- 
ties they did not understand brought our financial system to this 
crisis. Many of the boards that were supposed to look out for share- 
holders’ interests failed at this most basic of jobs. This hearing will 
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help determine where the corporate governance structure is strong, 
where it needs improvement, and what role the Federal Govern- 
ment should play in this effort. 

I will ask our witnesses what the financial crisis has revealed 
about current laws and regulations surrounding corporate govern- 
ance, including executive compensation, board composition, election 
of directors and other proxy rules, and risk management. In par- 
ticular, we will discuss proposals to improve the quality of boards 
by increasing shareholder input into board membership and requir- 
ing annual election of and majority voting for each board member. 

We will also discuss requiring “say-on-pay,” or shareholder en- 
dorsements of executive compensation. We need to find ways to 
help public companies align their compensation practices with long- 
term shareholder value and for financial institutions overall firm 
safety and soundness. We also need to ensure that compensation 
committee members who play key roles in setting executive pay are 
appropriately independent from the firm managers that they are 
paying. 

Other key proposals would require public companies to create 
risk management activities on their boards and separate the chair 
and CEO positions to ensure that the CEO is held accountable by 
the board and an independent chair. 

I hope today’s hearing will allow us to examine these and other 
proposals and take needed steps to promote corporate responsive- 
ness to the interests of shareholders, and I welcome today’s wit- 
nesses and look forward to the testimony. 

Now let me recognize Senator Bunning. 

STATEMENT OF SENATOR JIM BUNNING 

Senator Bunning. Thank you, Mr. Chairman. I am sorry I am 
just a little late. Phone calls are a pain right now. 

This is a very important topic for us, but a hard one to deal with. 
While we may be able to make some reforms that will promote 
good long-term performance and responsible behavior, we will not, 
I say, be able to prevent bad decisions or failures. After all, we can- 
not legislate good judgment or ethics. And we already have the ul- 
timate form of accountability through bankruptcy. 

In general, pay should promote good long-term performance, and 
shareholders must share in the gain, not just executives and trad- 
ers. Boards must be more involved — I say that again: Boards must 
be more involved and be an effective check on management. Proxy 
access must benefit the majority of stockholders and encourage 
long-term values. If we are not careful, those changes could have 
the exact opposite effect by empowering a minority of shareholders 
to strip the company of value and encourage risky behavior in 
search of short-term profits. 

While we are right to be outraged at what has gone on in the 
financial sector, we must be careful that efforts to rein in Wall 
Street’s behavior do not put handcuffs on other businesses that 
have different needs and challenges. Corporate law for the first 
230-plus years of this country has been handled pretty well at the 
State level, and if we are going to change that, we should be sure 
of what we are doing. And I am sure looking forward to hearing 
what our panel has to say. 
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Thank you. 

Chairman Reed. Thank you very much, Senator Bunning. 

Senator Corker, do you have any opening comments? 

Senator Corker. As always, I prefer to listen to the witnesses 
and ask questions, but thank you all for being here. 

Chairman Reed. Thank you, Senator. 

Senator Schumer has arrived, and I know he has taken a leader- 
ship role on this issue of corporate governance with his legislative 
proposals and his constant attention. In fact, it was Senator Schu- 
mer’s suggestion that we hold this hearing, so I want to recognize 
him for any comments that he might have. 

STATEMENT OF SENATOR CHARLES E. SCHUMER 

Senator Schumer. Well, thank you, Senator Reed, and let me ex- 
press my profound gratitude to you for holding this hearing and to 
Ranking Member Bunning for being here as well on such an impor- 
tant subject. 

As you acknowledged, Mr. Chairman, corporate governance is of 
great importance to me, and I introduced the Shareholder Bill of 
Rights with Senator Cantwell earlier this year. The bill was sup- 
ported by 20 major pension funds, consumer groups, labor unions, 
and just yesterday, the House Financial Services Committee passed 
a “say-on-pay” bill similar to the “say-on-pay” we have in the 
Shareholder Bill of Rights. So I am glad to see Congress is moving 
forward in this process, and today’s hearing is a great opportunity 
to get a chance to explore these issues in more detail. 

In the last year-plus, we have talked a great deal about the fail- 
ures of regulation and Government oversight in the financial sys- 
tem. But our dynamic economy and capital markets also depend on 
internal oversight by vigilant boards of directors who ensure that 
management is steering the ship in the right direction. 

Unfortunately, there are far too many cases recently where 
boards of directors, not just regulators, were asleep at the wheel, 
or even complicit in practices that caused great harm to our econ- 
omy and shook public confidence in our capital markets. Executives 
who encouraged risk-taking that they did not understand were not 
checked by their boards. Compensation packages that rewarded 
short-term actions but not long-term thinking were not undone by 
their boards. 

Fundamentally, too many boards neglected their most important 
job: prioritizing the long-time health of their firms and their share- 
holders and carefully overseeing management. In other words, 
there was widespread failure of corporate governance that has 
proven disastrous not just for individual businesses but for the 
economy as a whole. 

And there are many in this room on both sides of the aisle who 
say, you know, the Government cannot get involved in the details 
of what a company does. And that is right. That is our free market 
system. But the place that there is supposed to be a check is in the 
board of directors, and when over the years in too many compa- 
nies — there are many companies that have good boards and many 
companies that already have implemented many if not all the re- 
forms in our bill. But in too many companies, the boards did not 
do the job. 
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And the damage. What if the board of AIG had checked some of 
its actions? What is the board of Bear Stearns had checked some 
of its actions? The taxpayers probably would have saved hundreds 
of billions of dollars. So it affects all of us. It is not just the 
internals of the company. 

And so Senator Cantwell introduced our bill. It makes corporate 
boards accountable to the shareholders whose interests they are 
supposed to protect. The Shareholder Bill of Rights will go a long 
way to making sure that these failures do not happen again, and 
as everyone knows, there are six key components in our bill. I am 
not going to read them. I am going to save that in the interest of 
time. 

Several elements of the bill have already been in place, as I said, 
by many corporations, and that is important to remember, because 
for many corporations, these are already best practices. Well-run 
companies do not fear their shareholders because they recognize 
that boards, management, and shareholders share the same inter- 
ests: long-term growth and profitability. The greatest damage oc- 
curs not when boards are too active, but when they are not active 
enough. 

I think the Shareholder Bill of Rights will go a long way to en- 
suring that companies are responsive to their shareholders’ inter- 
ests. I thank you and congratulate you, Chairman Reed, for putting 
together an excellent panel. I look forward to the hearing, the testi- 
mony of the witnesses, and I would ask that my entire statement 
be put in the record. 

Chairman Reed. Without objection, all statements will be put in 
the record. 

Senator Corker, do you have a comment? 

Senator Corker. Mr. Chairman, this is an unusual request. I do 
not really know what those six elements are, and I think since it 
sounds like 

Senator Schumer. Since you ask 

Senator Corker. This has not been a highly debated bill. Since 
I sense this hearing has a lot to do with the fact that this bill is 
being introduced, it might be good for all of us to know what those 
six elements are? 

Senator Schumer. OK. May I read them, Mr. Chairman? It will 
take a minute. 

Chairman Reed. Absolutely. This is 

Senator Schumer. Unusual. 

Chairman Reed. Unusual. Usually, you do not need encourage- 
ment. 

[Laughter.] 

Senator Corker. Let me say this. I want to, for the record, note 
that I usually do not like to hear any opening comments, but in 
this case, since 

Senator Schumer. Yes, well, thank you. And I was going to say, 
similar to what Jack Reed said, this is the first time that someone 
has asked Chuck Schumer to say more on a subject than he has 
said. Here they are. 

First, we require all public companies hold an advisory share- 
holder vote on executive compensation and obtain shareholder ap- 
proval for golden parachutes. 
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Second, we instruct the SEC to issue rules allowing long-term 
shareholders with significant stakes in the company to have access 
to the company’s proxy form if they want to nominate directors to 
the board. If you are going to try to keep the board honest, you 
ought to have access to proxies. Now it is next to impossible for 
people to get. 

Third, it requires boards of directors to receive a majority of the 
vote in uncontested elections in order to remain on the board. It 
makes no sense for board members to be reelected if the majority 
of shareholders casting ballots vote against them. 

Fourth, it eliminates staggered boards which insulate board 
members from the consequences of their decisions by requiring all 
directors to face election annually. 

Fifth, it requires public companies to split the jobs of CEO and 
chairman of the board and requires the chairman to be an inde- 
pendent director. That one has gotten the most pushback from the 
corporate world. That surprised me, but that is the facts. 

And, sixth, and finally, requires public companies to create a sep- 
arate risk committee containing all independent directors to assess 
the risks that the company is undertaking. 

Thank you, Mr. Chairman. Thank you, Senator Corker. 

Chairman Reed. Thank you both. 

We have been joined by Senator Warner. I wonder if you have 
any opening comments, Senator. 

Senator Warner. I will — have I missed testimony already? 

Chairman Reed. No, you have not. 

Senator Warner. I am anxiously looking forward to the testi- 
mony. 

Chairman Reed. Thank you. Now let me introduce our wit- 
nesses. 

Our first is Ms. Meredith B. Cross, the Director of the Division 
of Corporation Finance at the U.S. Securities and Exchange Com- 
mission. Prior to joining the staff in June 2009, Ms. Cross was a 
partner at Wilmer, Cutler, Pickering, Hale & Dorr in Washington, 
DC, where she advised clients on corporate and securities matters, 
was involved with the full range of issues faced by public and pri- 
vate companies in capital raising and financial reporting. Prior to 
joining Wilmer Hale, Ms. Cross worked at the SEC from 1990 to 
1998 in various capacities, including chief counsel and deputy di- 
rector of the division she now leads. 

Our next witness is Professor John C. Coates. Professor Coates 
is the John F. Cogan, Jr. Professor of Law and Economics at Har- 
vard Law School. He joined the faculty in 1997 after practicing at 
the New York law firm of Wachtell, Lip ton, Rosen & Katz where 
he was a partner specializing in mergers and acquisitions, cor- 
porate and securities law, and the regulation of financial institu- 
tions. He is a member of the Legal Advisory Committee of the New 
York Stock Exchange, and he is the author of a number of articles 
on corporate, securities, and financial institution law and for 7 
years coauthored the leading annual survey of development and fi- 
nancial institution M&A. 

Our next witness is Ms. Ann Yerger. She is the Executive Direc- 
tor of the Council of Institutional Investors, an organization of pub- 
lic, corporate, and Taft-Hartley pension funds. Ms. Yerger joined 
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the council in early 1996 as the Director of the Council’s Research 
Service before being named Executive Director in January 2005. 
Her prior experiences include work at the Investor Responsibility 
Research Center and Wachovia Bank. 

Our next witness is Mr. John J. Castellani. Mr. Castellani is the 
President of the Business Roundtable, an association of chief execu- 
tive officers of U.S. companies. Mr. Castellani joined the Business 
Roundtable in May 2001 and had led the group’s efforts on public 
policy issues ranging from trade expansion to civil justice reform to 
fiscal policy. Prior to becoming President of the Business Round- 
table, Mr. Castellani was Executive Vice President of Tenneco, In- 
corporated. 

Our next witness is Professor J.W. Verret. Professor Verret is an 
Assistant Professor of Law at George Mason University School of 
Law. He has written extensively on corporate law topics, including 
a recent paper cowritten with Chief Justice Myron T. Steele of the 
Delaware Supreme Court. Prior to joining the faculty at George 
Mason Law School, Professor Verret was an associate in the SEC 
Enforcement Defense Practice Group at Skadden Arps in Wash- 
ington, DC, and also served as a law clerk for Vice Chancellor John 
W. Noble of the Delaware Court of Chancery. This forum is critical 
for disputes between shareholders and directors of Delaware cor- 
porations — which, by the way represents about 70 percent of the 
publicly traded corporations. 

Our final witness is Mr. Richard C. Ferlauto. Mr. Ferlauto is Di- 
rector of Corporate Governance and Pension Investment at the 
American Federation of State, County, and Municipal Employees, 
AFSCME, where he is responsible for representing public employee 
interest and public retirement and benefit systems. Mr. Ferlauto is 
also the founder and chairman of ShareOwners.org, a nonprofit, 
nonpartisan shareholder education organization. Prior to joining 
AFSCME, Mr. Ferlauto was the Managing Director of Proxy Voter 
Services/ISS, which provides proxy advisory services to Taft-Hart- 
ley and publicly funded plan sponsors. 

I appreciate all of your appearance here today and let me recog- 
nize Ms. Cross. 

STATEMENT OF MEREDITH B. CROSS, DIRECTOR, DIVISION OF 

CORPORATION FINANCE, SECURITIES AND EXCHANGE COM- 
MISSION 

Ms. Cross. Good afternoon, Chairman Reed, Ranking Member 
Bunning, and Members of the Subcommittee. My name is Meredith 
Cross, and I am Director of the Division of Corporation Finance at 
the U.S. Securities and Exchange Commission. As you noted, I just 
rejoined the SEC staff in June of this year after more than 10 
years in private practice here in Washington. I worked at the SEC 
for most of the 1990s, and I am delighted to be back at the agency 
at this critical time in the regulation of our financial markets. I am 
pleased to testify on behalf of the Commission today on the topics 
of corporate governance and the agency’s ongoing efforts to assure 
that investors have the information they need to make informed 
voting and investment decisions. 

Good corporate governance is essential to investor confidence in 
the markets, and it cannot exist without transparency — that is, 
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timely and complete disclosure of material information. In respond- 
ing to the market crisis and erosion of investor confidence, the 
Commission has identified and taken steps over the past months 
in a number of significant areas where the Commission believes en- 
hanced disclosure standards and other rule changes may further 
address the concerns of the investing public. 

Two months ago, the Commission voted to approve proposals de- 
signed to help shareholders more effectively exercise their State 
law right to nominate directors. Under the proposals, shareholders 
who otherwise have the right to nominate directors at a share- 
holder meeting would, subject to certain conditions, be able to in- 
clude a limited number of nominees in the company proxy mate- 
rials that are sent to all shareholders whose votes are being solic- 
ited. Shareholders also would have an expanded ability to include 
in company proxy materials shareholder proposals addressing this 
important topic. In addition, the Commission recently proposed 
amendments to its proxy rules to enhance the disclosure that is 
provided to shareholders in company proxy statements, a key docu- 
ment in shareholders’ voting decisions on the election of directors. 

Under the proposals, shareholders would receive expanded infor- 
mation about the qualifications of directors and director can- 
didates, the board’s leadership structure and role in risk manage- 
ment, and potential conflicts of interest of compensation consult- 
ants, in addition to enhanced disclosure concerning the company’s 
compensation policies and whether they create incentives for em- 
ployees to act in a way that creates risks that are not aligned with 
the company’s objectives. The proposal also would improve the re- 
porting of annual stock and option awards to company executives 
and directors and would require quicker reporting of shareholder 
vote results. 

The Commission also recently proposed amendments to the proxy 
rules to clarify the requirements consistent with the Emergency 
Economic Stabilization Act of 2009 for a “say-on-pay” vote at public 
companies that have received and not repaid financial assistance 
under the TARP and approved changes to the New York Stock Ex- 
change rules to prohibit brokers from voting shares held in street 
name in director elections unless they have received specific voting 
instructions from their customers. 

Finally, the Commission has asked the staff to undertake this 
year a comprehensive review of other potential improvements to 
the proxy voting system and shareholder communications rules. 
The Commission looks forward to hearing from the public on the 
outstanding proposals and to carefully considering all views in 
moving forward over the coming months. 

Thank you again for inviting me to appear before you today and 
for the Subcommittee’s support of the agency in its efforts at this 
critical time for our Nation’s investors. The Commission will re- 
main vigilant in its efforts to support strong corporate governance 
and disclosure practices and also stands ready to lend whatever as- 
sistance it can to the work that is going on outside the agency on 
these important topics. 

I would be happy to answer any questions you may have. 

Chairman Reed. Thank you very much, Ms. Cross. 

Professor Coates. 



8 


STATEMENT OF JOHN C. COATES IV, JOHN F. COGAN, JR., PRO- 
FESSOR OF LAW AND ECONOMICS, HARVARD LAW SCHOOL 

Mr. Coates. Thank you, Senator Reed, thank you, Ranking 
Member Bunning, and the rest of the Members of the Committee 
who are. I very much appreciate the opportunity to talk about cor- 
porate governance. 

Good corporate governance is an essential foundation to economic 
growth, and so this could not be a more important time for the 
Congress to be focusing on it. 

There are a large number of reforms — six in Senator Schumer’s 
bill alone, and there are many others — that we could talk about. I 
am going to talk about a few. I am happy to talk about others that 
you may have questions about or want to explore. But before I talk 
about specifics, let me make two general remarks that I think 
should be kept in mind in thinking about any particular reform. 

First, and maybe a little controversially, I think it is fair to say 
that the academic perspective on corporate governance would view 
financial firms differently than other kinds of corporations, and not 
in the straightforward way that you might think; that is to say, 
shareholders of financial firms want financial firms to take risk 
and want them to take more risk than may be appropriate from the 
perspective of the taxpayer. That is because many of the large fi- 
nancial institutions are, as we have learned, too big, too complex 
to fail, so that from the shareholders’ perspective, if things go well 
with the risks that the companies take, they are on the upside; and 
if things go badly, then in the end it is the taxpayer who helps de- 
fray the costs to the shareholders. 

As a result of that, I do not think that it would be a good idea 
to give shareholders considerably more power in the governance of 
large financial institutions. I think, in fact, if anything, financial 
regulators should be given more authority to check the power that 
shareholders have, at least on particular issues — compensation 
being one. The compensation structures and incentives that share- 
holders, even if the boards are doing exactly the right thing for 
shareholder, that shareholders want of large banks are not the 
ones that are going to be the most safe and most sound from the 
perspective of the American public. So that is the first general re- 
mark. 

Second is across the board on this, I think it is fair to say that 
academic and scientific research more generally is quite weak. It 
is evolving. There is almost no nontrivial issue in corporate govern- 
ance about which there is not fierce academic as well as political 
argument. That cautions against passing rules that are fixed, man- 
datory, and are hard to change over time. Instead, it cautions for 
giving shareholders the ability to adopt rules for their own compa- 
nies, facilitating collective action by them — and that is an impor- 
tant role, I think, that regulation can play. Shareholders of public 
companies are dispersed, cannot easily act on their own, and often 
face entrenched boards who are unwilling to make changes when 
they are, in fact, the best thing for the companies. 

The caution about the weakness of the scientific evidence is also 
not a reason to do nothing because what I just said is one thing 
that there is general consensus on. Disperse shareholders have a 
hard time acting for themselves as the number of shareholders in- 
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crease. And the other general consensus, I would say, across the 
board is that corporate governance in the United States in the last 
10 to 20 years has not performed terribly well at a large number 
of companies. And so there is need for change, and there is need 
for carefully considered moderate reforms of a kind that can be re- 
vised over time as learning on these subjects grows. 

So on the specifics, let me say quickly, I think the evidence that 
we do have is that “say-on-pay” is a good idea, and I am happy to 
expound on that beyond that bottom-line conclusion. 

I would say for large companies, splitting CEOs from chairmen 
has some evidence behind it that that is a good thing. Smaller com- 
panies, I am not so sure the evidence is there. But as long as the 
SEC is given appropriate authority to tailor any legislation in this 
area, I think that would be a good thing to pursue. 

I would say that staggered boards, the evidence, if anything, 
runs against eliminating them. They are an important option be- 
tween, on the one hand, a fully contestable corporate governance 
structure where every director is up for election every year, and a 
governance structure where essentially the insiders have complete 
control, as in the case of Google, which is a reasonably successful 
company. In between, staggered boards have proven to be a type 
of governance structure that investors and new IPOs have been 
willing to put their money behind, and to ban them across the 
board I don’t think is supported by the evidence at the moment. 

On shareholder access, just to wrap up, frankly there is no evi- 
dence, and I think there is — that is a reason to proceed, but to pro- 
ceed cautiously, to proceed through the SEC, and here I think the 
SEC already has adequate authority to pursue this topic. But the 
one thing Congress probably could clarify is exactly what their au- 
thority is in this area, and I think that would be a good thing. 

With that, thank you. 

Chairman Reed. Thank you very much, Professor Coates. 

Ms. Yerger. 

STATEMENT OF ANN YERGER, EXECUTIVE DIRECTOR, 
COUNCIL OF INSTITUTIONAL INVESTORS 

Ms. Yerger. Good afternoon. Thank you very much for the op- 
portunity to share the council’s views on the very important issues 
under consideration today. 

By way of introduction, council members are responsible for safe- 
guarding assets used to fund the retirement of millions of individ- 
uals throughout the United States. They are capitalists, respon- 
sible for an aggregate portfolio of somewhere north of $3 trillion in 
assets. They have a very significant commitment to the domestic 
markets, on average investing about 60 percent of their portfolios 
in stocks and bonds of U.S. public companies. And they are long- 
term, patient investors due to their long investment horizons and 
their very heavy commitment to passive investment strategies. 

Council members have been very deeply impacted by the finan- 
cial crisis, and they have a vested interest in ensuring that the 
gaps and shortcomings exposed by this crisis are repaired. Clearly, 
a review and restructuring of the U.S. financial regulatory model 
are necessary steps toward restoring investor confidence and pro- 
tecting against a repeat of these failures. But regulatory reform 
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alone is insufficient. Corporate governance failures also contributed 
to this crisis, and as a result, governance reforms are an essential 
piece of the reform puzzle. 

Failures of board oversight, of enterprise risk, and executive pay 
were clear contributors to this crisis. In particular, far too many 
boards structured and approved executive pay programs that moti- 
vated excessive risk-taking and paid huge rewards, often with little 
or no downside risk, for short-term results. Current corporate gov- 
ernance rules also failed by denying owners of U.S. companies the 
most basic rights to hold directors accountable. The council believes 
governance reforms in four areas are essential, and, Senator Schu- 
mer, they will be familiar to you. 

First, Congress should mandate majority voting for directors of 
all U.S. public companies. It is a national disgrace that under most 
State laws the default standard for uncontested director elections 
is a plurality vote, which means that a director is elected even if 
a majority of the shares are withheld from the nominee. The cor- 
porate law community has taken baby steps to accommodate major- 
ity voting, and some companies have volunteered to adopt majority 
voting, but sometimes only when pressured by shareowners. 

But while many of the largest U.S. companies have adopted ma- 
jority voting, plurality voting still dominates at small and midsized 
U.S. companies. This is a fundamental flaw in our governance 
model. Given the failure by the States, particularly Delaware, to 
lead this reform, the council believes that the U.S. Congress must 
legislate this important and most basic shareowner right. 

Second, Congress should affirm the SEC’s authority to promul- 
gate rules allowing owners to place their director nominees on 
management’s proxy card. The council believes a modest proxy ac- 
cess mechanism would substantially contribute to the health of our 
U.S. governance model by making boards more responsive to 
shareowners, more thoughtful about whom they nominate, and 
more vigilant about their oversight responsibilities. 

The council commends the SEC for its leadership on this impor- 
tant reform, but, unfortunately, the SEC may face unnecessary, 
costly, and time-consuming litigation in response to any approved 
access mechanism. To ensure that owners of U.S. companies face 
no needless delays over the effective date of this critical reform, the 
council recommends congressional affirmation of the SEC’s author- 
ity. 

Third, Congress should pass legislation mandating annual advi- 
sory votes on executive pay, explore strengthening clawback stand- 
ards, and support the SEC’s efforts to enhance executive pay disclo- 
sures. 

Council members have a vested interest in ensuring that U.S. 
companies attract, retain, and motivate the highest-performing em- 
ployees and executives. But as highlighted by this crisis, they are 
harmed when poorly structured pay programs reward go-for-broke, 
short-term performance that ultimately harms the company’s long 
term. 

The council believes executive pay issues are best addressed by: 
first, requiring companies to provide full disclosure of key elements 
of pay; second, ensuring that directors can be held accountable for 
their pay decisions through majority voting and access mecha- 
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nisms; third, by giving shareowners oversight of executive pay via 
annual nonbinding votes; and, fourth, by requiring disgorgement of 
ill-gotten gains. 

One technical suggestion. We recommend that legislation man- 
dating annual advisory votes stipulate that these are a nonroutine 
matter for purposes of New York Stock Exchange Rule 452. 

Fourth, Congress should mandate that all corporate boards be 
chaired by an independent director. The council believes separating 
these positions appropriately reflects differences in the roles, pro- 
vides a better balance of power between the CEO and the board, 
and facilitates strong, independent board leadership and func- 
tioning. 

In closing, empirical evidence from around the globe supports 
these reforms. The experiences in other countries and, where appli- 
cable, here in the United States are powerful evidence that these 
reforms are not harmful to the markets and, of note, these meas- 
ures do not reward short-termism. On the contrary, they are tools 
to enable owners to think and act for the long term. 

Thank you for your consideration of these important issues, and 
I look forward to answering any questions. 

Chairman Reed. Thank you very much, Ms. Yerger. 

Mr. Castellani. 

STATEMENT OF JOHN J. CASTELLANI, PRESIDENT, BUSINESS 

ROUNDTABLE 

Mr. Castellani. Thank you. Good afternoon, Mr. Chairman, 
Ranking Member Bunning, Members of the Committee. I am John 
Castellani, President of the Business Roundtable. 

The Business Roundtable has long been at the forefront of efforts 
to improve corporate governance. We have, in fact, been issuing 
best practice statements in this area for more than three decades. 
All of those best practice statements are driven by one principle: 
To further U.S. companies’ ability to create jobs, product service 
benefits, and shareholder value that improve the well-being of all 
Americans. 

At the outset, I must respectfully take issue with the premise 
that the most significant cause of the current financial crisis was 
problems in corporate governance. The financial crisis likely 
stemmed from a variety of complex factors, including failures of the 
regulatory system, over-leveraged financial markets, a real estate 
bubble, as well as failures in risk management. 

The recently established Financial Crisis Inquiry Commission is 
just starting its work, and any attempt to make policy in response 
to the purported causes would seem premature. In fact, to do so 
could well exacerbate factors that may have contributed to the cri- 
sis, such as the emphasis on short-term gains at the expense of 
long-term sustainable growth. 

Moreover, the problems giving rise to the financial crisis occurred 
at a specific group of companies, financial institutions. Responding 
by enacting a one-size-fits-all corporate governance regime applica- 
ble to all 12,000 publicly traded companies really does not make 
much sense. This approach fails to consider a number of factors 
that I would like to spend the remainder of my time this afternoon 
discussing. 



12 


First, there has been sweeping transformation of corporate gov- 
ernance practices in the past 6 years, many of which have been 
proactively adopted by companies. For example, the average board 
independence of S&P 1500 companies increased from 69 percent in 
2003 to 78 percent in 2008. That same group of companies that 
have a separate chairman of the board increased from 30 percent 
in 2003 to 46 percent in 2008. Many companies have appointed an 
independent lead or presiding director who, among other things, 
presides over executive sessions of the independent directors. Com- 
panies have adopted majority voting standards for the election of 
directors. In fact, more than 70 percent of the S&P 500 companies 
have done so. And many companies have moved to the annual elec- 
tion of directors. 

Second, applying a single one-size-fits-all approach to corporate 
governance regardless of a company’s size, shareholder base, and 
other circumstances simply will not work. While there is a mul- 
titude of guidance about best practices in corporate governance, 
each company must periodically assess the practices that will best 
enable it to operate most effectively to create long-term shareholder 
value. 

In this regard, we share the concerns recently expressed by New 
Jersey Investment Council in the letter to SEC Chairman Schapiro, 
that it is, quote, “troubled by the proliferation of rigid, prescriptive 
responses which are costly, time consuming, unresponsive to indi- 
vidual fact settings surrounding specific companies and industries, 
and which may correlate only randomly with the creation of share- 
holder value.” 

Third, for more than 200 years, State corporate law has been the 
bedrock upon which the modern business corporation has been cre- 
ated and has thrived. It remains the most appropriate and effective 
source of corporate governance. In large part, this stems from the 
flexibility provided by its enabling nature and by its responsiveness 
in adjusting to current developments. The amendments to Dela- 
ware and other States’ laws over the past several years have facili- 
tated majority voting and director elections, and the very recent 
amendments in Delaware law to facilitate proxy access and proxy 
reimbursement bylaws are examples of this responsiveness and 
flexibility. 

Fourth, to the extent that shareholders desire change in a par- 
ticular company’s corporate governance, many avenues are avail- 
able to them to make their views known and for companies to re- 
spond. For example, shareholders may seek to have their proposals 
included in company proxy statements. In recent years, many com- 
panies have responded to these proposals by adopting significant 
corporate governance changes, including majority voting for direc- 
tors, special meetings called by shareholders, and the elimination 
of super-majority voting requirements. Recently, some companies 
have implemented an advisory vote on compensation, so-called 
“say-on-pay,” in response to shareholder proposals. Shareholders 
often engage in withhold campaigns against particular directors. 
And further, shareholders can engage in proxy contests to elect 
their director nominees to a company’s board. 

Finally, the SEC has an important role in seeing that share- 
holders receive the disclosures that they need to make informed de- 
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cisions. In this regard, the SEC has issued a number of corporate 
governance-related proposals that are aimed at improving disclo- 
sure about director experience, board leadership structure, over- 
sight of risk management, executive compensation, and potential 
conflicts of interest with compensation consultants. The Business 
Roundtable generally supports those. 

Another more controversial SEC proposal seeks to amend the 
proxy rules to permit shareholders to nominate directors in a com- 
pany’s proxy materials. We have serious concerns with this pro- 
posal, and we will share those concerns with the SEC in our com- 
ments. But briefly, we believe that the adoption of this proposal 
could promote short-termism, deter qualified directors from serving 
on corporate boards, and lead to the election of special interest di- 
rectors, increase the influence of the proxy advisory services, and 
highlight voting integrity problems in the system. 

In closing, let me emphasize the Roundtable’s commitment to ef- 
fective governance practices and enabling U.S. companies to com- 
pete globally, create jobs, and generate economic growth. However, 
we must be careful that in a zeal to address our current financial 
crisis, we do not adopt a one-size-fits-all approach that can under- 
mine the stability of boards of directors and place companies under 
even greater pressure for short-term performance. We must be cau- 
tious that we don’t jeopardize the engine of American wealth and 
prosperity. 

Thank you. 

Chairman Reed. Thank you very much, Mr. Castellani. 

Professor Verret, please. 

STATEMENT OF J.W. VERRET, ASSISTANT PROFESSOR OF LAW, 
GEORGE MASON UNIVERSITY SCHOOL OF LAW 

Mr. Verret. Chairman Reed, Ranking Member Bunning, and 
distinguished Members of the Committee, I appreciate the oppor- 
tunity to testify in this forum today. My name is J.W. Verret. I 
teach corporate law at George Mason Law School. I am a Senior 
Scholar with the Mercatus Center Financial Markets Working 
Group, and I also run the Corporate federalism Initiative, a net- 
work of scholars dedicated to studying the intersection of State and 
Federal authority in corporate governance. 

I will begin by addressing proxy access and executive compensa- 
tion rules under consideration, neither of which address the cur- 
rent financial crisis and both of which may result in significant un- 
intended consequences. Then I will close with a list of factors that 
did contribute to the present financial crisis. 

I am concerned that some of the corporate governance proposals 
recently advanced impede shareholder voice in corporate elections. 
This is because they leave no room for investors to design corporate 
governance structures appropriate for their particular cir- 
cumstances and particular companies. Rather than expanding 
shareholder choice, the proxy reform and “say-on-pay” proposals be- 
fore this committee actually stand in the way of shareholder choice. 
Most importantly, they do not permit a majority of shareholders to 
reject the Federal approach. 

The Director of the United Brotherhood of Carpenters said it 
best. Quote, “We think less is more. Fewer votes and less often 
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would allow us to put more resources toward intelligent analysis.” 
The Brotherhood of Carpenters opposes the current proposal out of 
concern about compliance costs. The proposals at issue today ignore 
their concerns, as well as concerns of many other investors. 

Consider why one might limit shareholders from considering al- 
ternative means of shareholder access. It can only be because a ma- 
jority of shareholders at many companies might reject the Federal 
approach if given the opportunity. Not all shareholders share the 
same goals. Public pension funds run by State elected officials and 
union pension funds are among the most vocal proponents of the 
proposals before this committee. There are many examples where 
they used their power, their existing shareholder power, toward 
their own special interests. Main Street investors deserve the right 
to determine whether they want the politics of unions and State 
pension funds to take place in their 401(k)s. 

The current proposals also envision more disclosure about com- 
pensation consultants. Such a discussion would be incomplete with- 
out mentioning conflicts faced by proxy advisory firms like 
RiskMetrics, an issue the current proposals have failed to address. 

In addition, I will note that there is no evidence that executive 
compensation played a role in the current crisis. If executive com- 
pensation were to blame for the present crisis, we would see signifi- 
cant difference between compensation policies at those companies 
that recently returned their TARP money and those needing addi- 
tional capital. We do not. 

Many of the current proposals also seek to undermine and take 
legislative credit for efforts currently underway at the State level 
and in negotiations between investors and boards. This is true on 
proxy access, the subject of recent rule making at the State level, 
and it is true for Federal proposals on staggered boards, majority 
voting, and independent chairmen. 

We have run this experiment before. The Sarbanes-Oxley Act 
passed in 2002 was an unprecedented shift in corporate govern- 
ance, designed to prevent poor management practices. Between 
2002, when Sarbanes-Oxley was passed, and 2008, the managerial 
decisions that led to the current crisis were in full swing. I won’t 
argue that Sarbanes-Oxley caused the crisis, but this does suggest 
that corporate governance reform at the Federal level does a poor 
job of preventing crisis. 

And yet the financial crisis of 2008 must have a cause. I com- 
mend this Committee’s determination to undercover it, but chal- 
lenge whether corporate governance is, in fact, the culprit. Let me 
suggest six alternative contributing factors for this Committee to 
investigate. 

One, the moral hazard problems created by the prospect of Gov- 
ernment bailout. 

Two, the market distortions caused by subsidization of the hous- 
ing market through Fannie Mae, Freddie Mac, and Federal tax pol- 
icy. 

Three, regulatory failure by the banking regulators and the SEC 
in setting appropriate risk-based capital reserve requirements for 
investment in commercial banks. 
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Four, short-term thinking on Wall Street, fed by institutional in- 
vestor fixation on firms making and meeting quarterly earnings 
predictions. 

Five, a failure of credit-rating agencies to provide meaningful 
analysis caused by an oligopoly in the credit -rating market sup- 
ported by regulation. 

Six, excessive write-downs in asset values under mark-to-market 
accounting, demanded by accounting firms who refuse to sign off on 
balance sheets out of concern about exposure to excessive litigation 
risk. 

Corporate governance is the foundation of American capital mar- 
kets. Shifting that foundation requires deliberation and a respect 
for the roles of States in corporate governance. Eroding that foun- 
dation risks devastating effects for capital markets. 

Thank you for the opportunity to testify and I look forward to an- 
swering your questions. 

Chairman Reed. Thank you very much, Professor. 

Mr. Ferlauto, please. 

STATEMENT OF RICHARD C. FERLAUTO, DIRECTOR OF 

CORPORATE GOVERNANCE AND PENSION INVESTMENT, 

AMERICAN FEDERATION OF STATE, COUNTY, AND MUNIC- 
IPAL EMPLOYEES 

Mr. Ferlauto. Good afternoon, Chairman Reed and Members of 
the Committee. My name is Rich Ferlauto. I am Director of Cor- 
porate Governance and Pension Investment for AFSCME, the pub- 
lic employee union. 

Our union has a long-term abiding interest in the health of the 
capital markets. Our 1.6 million members are invested through 
public pension systems that have assets over $1 trillion. They de- 
pend on those assets for long-term retirement security. Those pub- 
lic pension systems have got time horizons of 20 to 30 years in 
which they need to pay out our member benefits so that we are a 
long-time, long-term investor with those types of time horizons. 

I might also mention that AFSCME and the AFSCME Pension 
Fund early on sued AIG over proxy access rights because we under- 
stood that the board had failed to do the type of risk disclosure 
that we felt was necessary and part of the responsibility of direc- 
tors. 

I am also Chairman of Shareowners.org, a new nonprofit, non- 
partisan social networking organization designed to give voice to 
retail shareholders who rarely have opportunities to communicate 
with regulators, policy makers, and companies in which they are 
invested. 

I am here today to urge your focus on corporate governance. We 
believe that corporate governance reform is essential to good per- 
forming capital markets, and, in fact, with greater corporate gov- 
ernance and shareholder rights, we could have avoided some of the 
$11 trillion in asset loss that was faced and felt dearly by our 
members and certainly the U.S. households. 

According to a recent public opinion survey by the Opinion Re- 
search Corporation conducted for Shareowners, investors want to 
see Congress take strong action to fix financial markets and to 
clean up Wall Street. Such action, we believe, is essential in order 
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for you to rebuild confidence in the markets. Capital markets will 
not work without investors. Investors will not come back if they 
don’t have confidence that the markets are running appropriately. 

Support for such action is strong across all age, income, and edu- 
cational and political affiliations. Thirty-four percent of the inves- 
tors that we surveyed used the term “angry” to describe their 
views. The number one reason for the loss of investor confidence 
in the market, we found, were “overpaid CEOs and/or unresponsive 
management and boards” at 81 percent. Six out of ten investors 
said that strong Federal action would help restore their confidence 
in the fairness of the markets. 

When we queried them about policy preferences, the survey 
found that four out of five American investors agreed that share- 
holders should be permitted to be actively involved in CEO pay. 
Eighty-two percent agreed that shareholders should have the abil- 
ity to nominate and elect directors. And 87 percent of investors who 
lose their retirement savings to fraud and abuse should have the 
right to go to court to reclaim that money. 

Fully consistent with these findings, we think that the Com- 
mittee should focus on fixing corporate governance. The core to fix- 
ing corporate governance is to focus on the directors and the re- 
sponsibility between asset owners and their agents, directors on 
corporate boards. The most critical change to do that is to create 
a proxy access right so that shareholders, particularly long-term 
shareholders who own patient capital in the markets, so that they 
may cost effectively nominate candidates for election to boards. 

We are very encouraged that the SEC is in the process of rule 
making on this issue but also believe that this is such an important 
right that it should not become a political football for future com- 
missions. There needs to be long-term consistency in securities 
laws and the Exchange Act is the appropriate place to clearly cod- 
ify the authority that the Commission has to require disclosure of 
nominees running for board seats. Proxy access is fundamental to 
free and fair election for directors. 

Second, shareholders should have a right to “say-on-pay,” a vote 
on the appropriateness of CEO compensation. We are excited that 
we saw the vote in the House the other day, expect to see a full 
vote this week, and as Ann Yerger from CII said, we think it is ab- 
solutely essential that broker votes not be included in the total so 
that a change to 452, excluding broker votes on “say -on-pay,” would 
be a tremendous enhancement to see on the Senate side. 

I could make other comments, but let me wrap up by saying we 
thank you, Mr. Chairman, for the opportunity to testify today. Re- 
building investor confidence in the market depends on thoughtful 
policymaking that expands investor rights and authorizes the SEC 
to strengthen its advocacy role on behalf of all Americans and their 
financial security. 

I would be happy to answer any questions. 

Chairman Reed. Thank you very much, Mr. Ferlauto. 

Let us do a 6-minute initial round with the intention of doing a 
second round so we can quickly get everyone to ask some questions. 
We are extremely fortunate your testimony collectively and individ- 
ually has, I think, advanced this argument and debate signifi- 
cantly. 
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Ms. Cross, one of the issues here that has been alluded to by Pro- 
fessor Verret and others is the interaction between the SEC and 
States, primarily Delaware, since they have 70 percent of the pub- 
lic corporations. Can you comment upon this? In fact, I think I 
noted in your proposed rules that they are subject to the State cor- 
porate law, is that correct? 

Ms. Cross. That is correct. Under the access proposal, you would 
have a right of access to include nominees in an SEC proxy — SEC- 
filed proxy only if you have a State law right to nominate directors. 
So we start with the State law and then we enable shareholders 
to exercise their State law rights through the Federal proxy rules. 

Chairman Reed. That raises the issue, really, of since the proxy 
rules are Federal rules and not required by any States, I don’t 
think, I think this is a principal sort of issue between whether or 
not there should be the ability of the SEC to require these rules 
even if the State doesn’t. Is that something that you can’t do now 
under present law or you choose not to do? 

Ms. Cross. That is a good question. Under State law now, recent 
changes in Delaware include an ability for shareholders to decide 
to vote to require the proxy access. We have authority under our 
current rules, under the 34 Act, to also require companies to in- 
clude nominees in their proxy statement and we believe these do 
coexist. The way we have done our proposal assures that share- 
holders would have immediate access to the proxy to nominate 
their holders if they satisfy our requirements. They still could vote 
under State law to have — to relax the standard so that more share- 
holders can do so. 

Chairman Reed. Professor Verret, I think you are interested in 
this topic. Your comments? 

Mr. Verret. Mr. Chairman, I would only offer that the SEC’s 
proposal does include references to State law, but specifically, the 
SEC’s proposal says, sure, you can adopt a bylaw that would de- 
scribe how proxy access will work only if it complies with the SEC’s 
mandate. So it is very clear on that. It runs roughshod, I think, 
over State corporation law determining election rights, and so I 
think it expressly — you might find references in there to State law, 
but the references are intended to make clear that the SEC deter- 
mines how proxy access is going to work and if there is any — you 
can certainly make up your own rules, only if they comply com- 
pletely with the SEC’s rules on this essentially State corporate law 
matter. 

Chairman Reed. Well, there are State corporate laws, but I think 
you recognize that the proxy process is a result primarily of Fed- 
eral laws. 

Mr. Verret. Well, the proxy process, sure, and the proxy process 
was intended mostly about issues of disclosure. And I would offer 
a quote from Justice Powell in CPS v. Dynamics. You don’t have 
to listen to me. Take Justice Powell’s word for it. No principle of 
corporate law is more firmly established than a State’s authority 
to regulate domestic corporations, including the voting rights of 
shareholders. So Justice Powell, at least, is with me on that one. 

Chairman Reed. Do you agree with all of his opinions? 

Mr. Verret. Well, no. No. I wouldn’t say that. 

[Laughter.] 
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Mr. Verret. But I like that one. 

Chairman Reed. Let me shift to Professor Coates and Mr. 
Castellani. You have described — in fact, you might comment on 
this issue, too, Professor Coates, and then I have another question. 

Mr. Coates. I think it is, as I said in my opening remarks, I 
think that if Congress were not to act, the SEC were to adopt proxy 
access, it is almost certainly the case that someone will challenge 
their authority to do so precisely along the lines that Professor 
Verret has suggested. I think that challenge will lose because I 
think the proposal is about communication. It is allowing share- 
holders to exercise rights that they clearly do have under State 
law. 

The SEC’s proposal would allow, contrary to what was suggested 
earlier, any State to change its law and make it clear that share- 
holders would not have the right to nominate directors in this fash- 
ion and then the SEC’s rules would not override that State law de- 
cision. So the proposal, at least the way I read it and the way I 
believe that a court would read it, would not, in fact, conflict with 
State law on this issue. 

Chairman Reed. Let me follow up on one of the comments you 
made in your statement, and that is that we assume, I think, 
that — at least there is a general assumption that shareholder par- 
ticipation the way we describe would enhance the performance of 
the company. But you suggest in certain situations, financial insti- 
tutions, for example, that it could have perverse effects. 

It seems to me that there are three or four different decisions 
here. You can pay dividends. You can pay the executives instead 
of paying dividends. Or you can reinvest and increase shareholder 
value, et cetera. The shareholders, I think, would be interested in 
dividends and maybe also, second, long-term value, but less inter- 
ested in compensation for executives. But that is just a sort of prel- 
ude to the question of what are the — what specific disincentives do 
you see if shareholders can vote like this? 

Mr. Coates. I mean, there has been a longstanding economic 
theory about which there is a fair amount of evidence that suggests 
that in a company’s capital structure, there are conflicts between 
the shareholders who are entitled to all upside beyond the fixed 
payments that creditors are entitled to and the creditors. The U.S. 
Government, because it insures the deposits of all the banks that 
it insures, which is most of them, is fundamentally a creditor of the 
large banking institutions, and so there is, in fact, going to be on 
many occasions a conflict of interest between shareholder interests 
and the interest of the taxpayer with respect to insured depository 
institutions. That is the fundamental conflict. 

And to the extent that the proposals go toward increasing share- 
holder power, that simply makes the bank regulators’ jobs in re- 
straining risk taking by those banks at the behest of shareholders 
and boards who are seeking to maximize share value, even if it is 
long-term share value, that much harder. So any effort in this area, 
I submit, should be accompanied by clear authority for the banking 
regulators to at least moderate the way these things play out for 
banking institutions. 

Chairman Reed. Thank you. My time has expired. 

Senator Bunning. And we will do a second round. 
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Senator Bunning. Thank you, Mr. Chairman. 

Professor Verret, if we are going to make proxy access easier for 
shareholders, what restrictions would you recommend to make sure 
that the SS benefit a majority of shareholders and the long-term 
value of the company and does not just benefit small groups of in- 
vestors and lead to short-term profits? 

Mr. Verret. Well, Senator Bunning, I would offer that the best 
person to make — the best group to make that assessment is the 
shareholders themselves. And so I would leave it to shareholders 
to determine how proxy access should work, how it should operate. 

And so for that reason, I think the innovations at the level of 
Delaware and in the Model Business Code, which forms the basis 
for 20 to 30 other corporate law codes of other States, are on the 
right track. And I think also Commissioner Paredes has offered a 
proposal to the SEC to help buttress this development, to permit 
access for shareholder election bylaws to the corporate ballot. 

So in other words, instead of saying this is how the elections 
should work, we say shareholders can put forward a bylaw that 
should say how the election should work. All the shareholders 
should determine how that election should work. In many ways, it 
is similar to the Constitutional Convention. Rather than choosing — 
the people got to choose the mechanism by 

Senator Bunning. You are not suggesting we go back to a Con- 
stitutional Convention 

Mr. Verret. No, no, but 

[Laughter.] 

Senator Bunning. Not now. 

Mr. Verret. But in effect, a ratification of a shareholder election 
bylaw is kind of like a Constitutional Convention for shareholders. 
I think that is an apt analogy. 

Senator Bunning. Professor Coates, in your written testimony — 
written — you raised an interesting idea. Rather than forcing a 
structure on all companies, you suggested an opt out vote by share- 
holders every few years for some governance proposals. That idea 
could be applied to proxy access and advisory vote procedures as 
well, instead of Government deciding what the rules will be. 

I want to know what each of you think of that approach, of a 
mandatory opt in or opt out vote every few years to decide certain 
matters. Let us start with you, Professor Coates. Since you seem 
to have expressed this idea, now I would like to hear your com- 
ments on it. 

Mr. Coates. Sure. Thank you for the — obviously, I like my idea, 
but 

Senator Bunning. Well, I hope so. 

Mr. Coates. to explain, I don’t think of it as necessary to 

prevent imposing Government regulation, because I don’t think 
that is actually the intent of any of the proposals that are currently 
being debated. I do think it would be a good idea to preserve flexi- 
bility in what sorts of corporate governance structures companies 
are either required or induced to adopt, and one way to achieve 
that is to let shareholders, who, after all, this is meant to be in the 
interest of shareholders, so if shareholders every 5 years are given 
the option of rejecting a particular idea on the ground that it is too 
expensive, for example, too cumbersome, or simply inapt for their 
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company, and here I would join Professor Verret in saying I think 
that is a reasonable approach. 

The key point, though, is it needs to be opt out, because as I al- 
luded to in my opening remarks, shareholders on their own, despite 
the 20, 30 years of efforts by organizations like the one led by Ms. 
Yerger, have had a very hard time getting companies to be respon- 
sive. It has been 20 years since proxy access has been proposed by 
leading institutional shareholders and only now is it being taken 
seriously. So I have to, with all due respect, disagree with the Busi- 
ness Roundtable’s suggestion that, in fact, corporate boards are 
generally responsive to shareholder desires. Start with a good 
rule 

Senator Bunning. Ms. Cross. 

Mr. Coates. Sorry. 

Ms. Cross. Thank you, sir. It is an interesting idea and I think 
with respect to our proxy access proposal, which is the one that we 
have on the table right now, we include requests for comment in 
our proposal about whether or not you should be able to opt out 
and have the shareholders choose a different access mechanism, 
and we very much look forward to receiving comments on that. 
This is a proposal as we 

Senator Bunning. How much more time do we have? 

Ms. Cross. On the proposal? 

Senator Bunning. No, to make suggestions or to comment. 

Ms. Cross. The comment period runs through August 16 or 17, 
I believe. 

Senator Bunning. Thank you very much. 

Ms. Yerger. 

Ms. Yerger. I have a couple of observations. First of all, I am 
not a lawyer, so I come at this from a different perspective 

Senator Bunning. Good. I am very happy to hear that. 

[Laughter.] 

Ms. Yerger. Our belief is that the board of directors is the cor- 
nerstone of the corporate governance model and the primary rights 
assigned to owners, aside from buying and selling their shares, is 
to elect and remove directors. And the fact is that we do not have 
those tools here in the United States. And that is why we advocate 
majority voting and access to the proxy. We think these are two 
principled rules. They are applicable to all companies at all times. 

In terms of an opt out idea, I mean, I don’t see how an opt out 
would be relevant at all to majority voting for directors. I mean, 
I just believe fundamentally that if a director does not win support 
of a majority of the votes cast, that director should not stand 

Senator Bunning. Thank you. 

Ms. Yerger. on the board. But one quick point on access. 

There is already a 

Senator Bunning. I have only got 35 seconds, and I have got one 
more question. 

Ms. Yerger. OK, sorry. 

Senator Bunning. That is OK. This is for Professors Coates and 
Verret. Several weeks ago, Professor Henry Hu raised an inter- 
esting problem before this Subcommittee. He pointed out that with 
derivatives, the voting rights of shares can now be separated from 
the economic right of the shares, setting up a situation where the 
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person voting has no interest in the long-term health of the com- 
pany. What can and should be done about that? Take a shot at it, 
both of you. 

Mr. Coates. I have a negative 5 seconds. 

Senator Bunning. Well, that is all right. 

Mr. Coates. That is all right. OK. 

Senator Bunning. You get to answer. 

Mr. Coates. Henry’s issue is a serious one. It is one that has af- 
fected a number of companies in the past — in the recent years dur- 
ing the financial turmoil because it allows hedge funds’ short-term 
speculators who have distinctly different interests than the long- 
term shareholders represented at this table 

Senator Bunning. They can have a negative interest. 

Mr. Coates. Exactly. Now, I believe that if the SEC is given time 
to address the issue adequately, they already understand that this 
is a significant problem. There are no simple fixes to this, just as 
there are no simple fixes to most problems in the market. 

Senator Bunning. You have not made a suggestion yet. 

Mr. Coates. Well, disclosure is usually the place the SEC does 
and should start. That is the place where I would start on address- 
ing the problem. 

Senator Bunning. Disclosure. 

Mr. Coates. Yes, full disclosure of hedge fund positions. 

Mr. Verret. I would echo that disclosure is — that sunlight is the 
best disinfectant and that the central mission of the SEC is disclo- 
sure. And, in fact, that is part of the reason why I am opposed to 
the SEC’s current proposal on proxy access, and it is proxy access 
through legislation so that it goes beyond the central mission of the 
SEC for disclosure. 

Senator Bunning. Thank you. 

Chairman Reed. Thank you, Senator Bunning. 

Senator Schumer, please. 

Senator Schumer. Thank you. I thank all the witnesses. Very in- 
formative testimony. I am going to make two comments — one to 
Professor Verret, one to Professor Coates — to which you can com- 
ment in writing, because I do not have much time and I want to 
ask other questions. 

To Professor Verret, “Let the shareholders decide,” as Ms. Yerger 
points out, is a tautology. Shareholders do not decide now, so just 
saying let us leave it up to the shareholders and whatever they de- 
cide happens happens, in too many instances they just do not have 
the ability to decide now. Our rules are supposed to let them de- 
cide, and you are sort of proposal, well, whatever they say is what 
they want — not under these rules. You can respond in writing. 

[Ed. note: Answer not received by time of publication.] 

Senator Schumer. To Professor Coates, this idea that financial 
firms, because they could be bailed out, the shareholders would 
have a different structure, I would like you to ask the shareholders 
of Citigroup or AIG, former, if they feel that they have done quite 
well because they have let risks go too far and they were bailed 
out. In other words, most companies, by the time they are bailed 
out, their shares are worth very, very little. And I do not think 
they would have a different structure, and I would argue that the 
recent history would undercut your argument even further, and 
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that is, allowing risk — because you are a financial firm and you 
might be bailed out allows you to take risk, and that is fine for the 
shareholders? They are going to be very wary of risk over the next 
5 years, whether they are bailed out or not, because shares went 
way down. 

You can respond in writing to that one, but I just do not think 
the facts, the recent history bears out that hypothesis. 

Response: One of the most basic and widely accepted principles of corporate fi- 
nance is that shareholders — who are entitled to all of the upside if a company does 
well — would rather that the company take more risks than do the creditors, who are 
generally entitled only to receive back the principal and preset interest on their 
loans. See R.A. Brealey and S.C. Myers, Principles of Corporate Finance (5th ed. 
1996) at 492 (“stockholders of . . . firms [with debt] gain when business risk in- 
creases. Financial managers who act strictly in their shareholders’ interests (and 
against the interests of creditors) will favor risky projects over safe ones. They may 
even take risky projects with negative [net present expected value]”). Nothing in the 
recent crisis has affected that general conclusion. Higher risk generally means high- 
er return for shareholders, but for creditors, whose return is fixed, risk-taking by 
corporate borrowers just increases the odds that they will not get repaid in full. 

Generally, creditors protect themselves against shareholders pressuring compa- 
nies to take too much risk by negotiating for explicit restrictions in their contracts. 
For example, a bank loan may forbid a company from reducing its cash on hand 
below a set level, or from making large new investments without creditor approval. 
The U.S. Government, as back-stop creditor of all of the major commercial banks 
(and, as it turned out, AIG, too, even though AIG was not an insured bank), tries 
to protect itself against excessive risk-taking by setting capital requirements and 
imposing other forms of regulation on banks. Existing regulations have not proven 
effective, and many proposals under consideration would strengthen those regula- 
tions, and limit further the risks that banks may take with taxpayer funds. 
Strengthening the hand of shareholders of major banks may undercut those efforts. 

You are right that not all risks turn out to be good ones for shareholders, and 
that there are risks that turn out badly for shareholders as well as creditors, as has 
been the case in the recent crisis. But when the managers of large financial institu- 
tions are making decisions, they do not know how the risks will play out. Imagine 
a manager can choose between two investments, each to be financed partly with $5 
of shareholder money and partly with a $5 loan from the creditor. One investment 
will pay off $5 100 percent of the time — it has no “risk”, but it also promises no 
return to the shareholders, since the whole return will go to creditors. The second 
investment will pay off $10 90 percent of the time, and will generate a loss of $100 
10 percent of the time. The second investment is clearly better for shareholders, 
since (in expectation) it is worth $5 90 percent of the time ($10 less the $5 loan), 
and -$5 10 percent of the time (loss of their $5 investment). But the second invest- 
ment involves a risk to the creditors ( e.g the U.S. taxpayers) since it involves a 
potential loss and an inability by the company to pay back the loan, and is worse 
for society as a whole. Suppose the managers nevertheless choose the second invest- 
ment, and it pays off badly — i.e., it generates a loss. With hindsight, shareholders 
have lost, too, along with the creditors. But that doesn’t mean that the investment 
was bad for the shareholders. It is only after the loss has appeared that the invest- 
ment looks bad. If they had to do all over again, most diversified shareholders gen- 
erally would have the managers choose the second investment. This example is styl- 
ized, but it is no different in kind than the investment decisions that financial insti- 
tution managers make every day. 

Corporate governance rules are changed rarely — you will be writing legislation 
not for the next 5 years, but for decades, through recessions and boom markets 
alike, and will apply to a range of publicly held companies. If the managers are 
forced by strong corporate governance reforms to follow more closely the directions 
of shareholders, they will tend, on average, to take more risks than they would if 
shareholder power were weaker. For most companies, creditors can take care of 
themselves, through contract, and in principle, as the bank regulators can offset any 
general increase in risk-taking by managers caused by shareholders, by requiring 
higher capital ratios or imposing more restrictive regulations. But the tendency of 
bank regulators has been, unfortunately, to fail to impose strict enough regulations 
to cope with the pressure of incentive compensation and other techniques for tying 
managers’ interests to shareholder goals. General corporate governance changes of 
the kind being discussed should be written with that unfortunate fact in mind. 
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Senator Schumer. Ms. Cross, the SEC has proposed “say-on-pay” 
for TARP recipients but not for other public companies. If “say-on- 
pay” is a good idea when the Government is a shareholder, why 
isn’t it a good idea for all shareholders? 

Ms. Cross. Chairman Schapiro has indicated that she supports 
“say-on-pay” for all public companies, and we do not have authority 
to require “say-on-pay” at public companies beyond the TARP com- 
panies. 

Senator Schumer. But you would be supportive of it. 

Ms. Cross. I cannot speak for the Commission, and the Commis- 
sion has not taken a position. 

Senator Schumer. OK. But Chairman Schapiro is supportive of 
it. 

Ms. Cross. Chairman Schapiro has said she supports it, and we 
stand ready to implement it if Congress enacts it. 

Senator Schumer. OK, good. 

Mr. Castellani, you note that some of the proposals — and I think 
that is significant, and I appreciate that. You note that some of the 
proposals in the Shareholder Bill of Rights are already being adopt- 
ed by your member companies and reflect an emerging consensus 
on best practices in corporate governance. Well, if that is the case, 
then what are you so afraid of? If this is the trend anyway, if you 
seem to indicate this is the right thing to do, what is wrong with 
pushing those — you know, I had a discussion with one of your 
members, and I will not reveal who it is, but he said, “Look, I am 
not” — and then he named his predecessor. “You do not have to leg- 
islate for me.” I said, “That is my whole point. We are not legis- 
lating for you. You are a good CEO, and whether your shareholders 
made you be a good CEO or not, you would be. But what about 
your predecessor?” 

So, question: Doesn’t the Shareholder Bill of Rights create a com- 
petitive advantage for the companies that follow the best practices? 
And why does the Roundtable, most of whom comply, I think over- 
whelmingly, with some of our proposals, and many comply with 
just about all of our proposals, why are they going so far to defend 
the outlier companies for whom the laws are needed most? 

Mr. Castellani. Senator, in fact, many of the Roundtable com- 
panies do and have adopted many of the practices that are in your 
proposal. The difference — 

Senator Schumer. And you cite that with pride. 

Mr. Castellani. Yes, absolutely. The difference is those 

Senator Schumer. That is not a very good argument against my 
proposal. 

Mr. Castellani. Well, those who have not have made — those 
who have and those who have not have made the determination 
that that is best for their company. Their directors have made that 
determination, that that is best for their company under their cir- 
cumstances. 

For example, the issue that you cited in the separation of the 
chairman and the chief executive officer, in some instances it 
makes very good sense to separate the chairman and chief execu- 
tive officer, particularly where it is a transition event. But in other 
circumstances, boards feel that it makes best sense to have both to- 
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gether, but protect against the downside by having a presiding di- 
rector or 

Senator Schumer. As I mentioned — and I am 

Mr. Castellani. So the question is: Why require it? 

Senator Schumer. I do not have much time, and I cannot stay 
for a second round. I am going to have to ask you another question. 
I understand. I mean, the one, as I said, that got the most kickback 
and that I am open to listening to change on or proposals on is the 
CEO and the independent director. You noted that 75 percent of 
your member organizations, 70 percent of S&P 500 companies, 
have adopted majority voting, and roughly half of the S&P 500s 
now hold annual director elections. Yet you argue that the one-size- 
fits-all approach simply will not work. 

Can you give me one good reason that a director who gets only 
one vote at an annual meeting should be allowed to continue as a 
director? 

Mr. Castellani. I cannot give you any good reason why any di- 
rector who does not receive a majority vote of the shareholders 
should be seated, unless — unless — it jeopardizes the ability of that 
company to be able to operate and that board to operate. 

For example, many companies who have adopted majority voting 
put in a safeguard for their companies such that if they require 
that particular director — that may be the only director that has the 
financial expertise that is required on the audit committee, the 
only director that would have the compensation expertise that is 
required on the compensation committee. If that would force the 
company to be in noncompliance, then what companies do is 

Senator Schumer. How about take away that exception? Any 
other justification? Let us assume we wrote into the law 

Mr. Castellani. Not as long as the board can function and the 
company can function. 

Senator Schumer. OK, thanks. Well, good, we have won you over 
on at least two-thirds of one of our proposals. 

Mr. Verret. And, legally, Senator, I would offer that failure to 
seat a quorum could result in a wide variety of legal circumstances, 
including, for instance, it could be an event of default under the 
company’s debt obligation. 

Senator Schumer. I am sure we could deal with that, particu- 
larly with the quorum issue, in the interim until there was another 
election. 

Thank you, Mr. Chairman. My time has expired. 

Chairman Reed. Thank you, Senator Schumer. 

Senator Corker, please. 

Senator Corker. Thank you, Mr. Chairman, and to the Senator 
from New York, I appreciate you offering something to look at. 

I do want to observe the staggered board issue I think has not 
been universally accepted, and I think we have a body on the other 
side of the Capitol that does not have staggered boards, and some- 
times things come out of there pretty hot, like the 90-percent tax 
on the AIG bonuses. So I think there is some merit in that and 
hope you might consider that particular piece evolving. But I want 
to say one other thing. 

Professor Coates, I know that to assume that the folks who own 
AIG today are the same folks who might have encouraged the risk 
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would not be a good assumption. I mean, those guys sold out high, 
and the folks that are left behind — so, again, I do not think you can 
make that assessment. So I hope we can look at some of those 
things, and I look forward to really trying to work with you on 
something that we both might consider to be improved. 

We talked to Carl Icahn on the phone some time ago — I shared 
this with Senator Schumer — and he is obviously someone who 
cares a great deal about corporate governance. He has written 
about this, or I would not relay our conversation. It is certainly 
something he publicly feels. But the whole issue of where compa- 
nies are incorporated seems to be an issue that is maybe even big- 
ger than anything that has been laid out today. And I wonder if 
a couple of you might respond to that. 

Obviously, companies incorporate in States in many cases that 
give them many protections and keep shareholders from being able 
to make huge changes. And I wonder, Professor Coates and Pro- 
fessor Verret, if you might both respond to that, and anybody else 
who might have something salient. 

Mr. Verret. Well, I am aware that Mr. Icahn has funded North 
Dakota’s Business Incorporation Act. He hired a lawyer to write it 
for him, and he hopes to get companies to reincorporate to North 
Dakota. 

Having clerked for the Delaware Court of Chancery, I am a bit 
biased. I think Delaware is a very effective court for litigating cor- 
porate governance issues — mostly due to the intelligence and supe- 
rior talent of their law clerks. But I would also offer that, to some 
extent, I think some of what is behind some of this effort is short- 
termism, some of the short-termism that got us into this problem 
in the first place: Let us cash out on dividends rather than invest 
in R&D. 

And sometimes hedge fund activism is very effective in long-term 
growth and in sort of rattling the saber a little bit and getting 
things moving. And sometimes hedge fund activism, though, kills 
companies that should continue to survive and strips them of their 
assets. And so I think that is part of what is behind the approach. 

Also, I think we 

Senator Corker. In essence, then, you are saying that you like 
some activism on behalf of shareholders, but not too much. 

Mr. Verret. Absolutely, and I am a little bit suspicious of Mr. 
Icahn’s motives, at some of his activism in activism in favor of 
State incorporation. 

Senator Corker. Thank you. 

Mr. Coates. 

Mr. Coates. So it has been true for a long time that share- 
holders cannot force a reincorporation from one State to another on 
their own. They need the board to go along with it. And the board 
cannot do it on their own; it has got to be a joint decision. And as 
a result, there is actually relatively little movement between States 
once they have chosen their initial State of incorporation. 

At the moment before they go public, that is really the crucial 
decision point, and for that reason I think that fact that Delaware 
has a 70-percent share of the market, so to speak, it reflects well 
on Delaware. I think it is actually a reasonably healthy sign that 
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Delaware is being responsive, as best it can, to balancing the inter- 
ests of both shareholders and the managers that have to run them. 

One thing, however, I would note about Delaware and its permis- 
siveness toward a little bit of activism is it only passed that ena- 
bling legislation in the past year, and it did it in response to the 
threat of Federal intervention coming from this body. And so I do 
not think you should think about Delaware acting on its own to 
help shareholders. I think you should think about Delaware acting 
in relationship to this body, and things that you do are going to 
very much impact it. 

Senator Corker. Mr. Castellani, I have served on several public 
company boards, certainly not of the size of AIG or some of the 
other companies we have had troubles with. But I do not think 
there is any question that boards in many cases — not all, and 
yours, I am sure, is not this way. But it ends up being sort of a 
social thing. I mean, you are on the board because the CEO of this 
company and the CEO of that company is on the board, and, you 
know, it is sort of a status thing in many cases. The CEO in many 
cases helps select who those board members are. And most of the 
time these board — many of the times, these board members have 
their own fish to fry. They have companies that they run, they are 
busy with, and, for instance, a complex financial institution, there 
is no way, like no possible way that most board members of these 
institutions really understand some of the risks that are taking 
place. With the limited number of board meetings, even if they are 
on the audit committee, very difficult to do. 

So some of these things need to be addressed certainly by govern- 
ance issues that we might address here, hopefully not too many. 
Some of them need to be addressed, obviously, internally at the 
companies. I know you have advocated that in the office. But that 
issue of sort of the culture of the way boards in many cases are. 
Not in every case. I wonder if you might have a comment there, 
and then add to that — I am familiar with a company that makes 
investments in large companies, and one of the rules they have is 
they do not allow the CEO himself to actually serve on the board. 
They report to the board. They are at the meeting. But they do not 
allow them to serve on the board. So I would love for you to re- 
spond to both of those inquiries. 

Mr. Castellani. I think, Senator, for your first question, what 
you are reflecting may have been the experience when you served 
on the boards. But what I think it does not reflect is the tremen- 
dous change that has occurred in the boardrooms over the last 8 
years. 

We now see boards of directors, in the case of Business Round- 
table companies, that are at least 80 percent independent, and that 
is, the directors are independent of the company management. 

Indeed, the governance committees or the nominating commit- 
tees that nominate the directors by requirement of the listing 
standards and the SEC are made up entirely of independent direc- 
tors. So the nomination of a board member, a prospective board 
member, is no longer — if it indeed every was — controlled by the 
chief executive officer. 

And then, third, I would point out particularly the amount of 
time that is involved and the amount of expertise that is involved. 
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It is not only the specific requirement of the expertise that is in 
the listing standards and the SEC requirements, but indeed what 
boards themselves are demanding and what companies and their 
shareholders are demanding has resulted in not only greater exper- 
tise in specific areas, but a tremendous increase in the amount of 
time. 

For example, I was recently talking to the chair of the audit com- 
mittee of a large U.S. company. That chair spent 800 hours of, in 
this case, his time as the chair of an audit committee over the last 
year because of some very complex financial issues. So the board 
members are spending more and more time. So I would submit to 
you, sir, that it is very different than when you served on the 
boards. 

And in terms of the boards being able to have the CEO as a 
member of the board, the CEO as a member of a board, in fact, the 
CEO and chairman where companies choose it, is a very, very im- 
portant nexus between the governance of a corporation and the 
management of a corporation. 

We have found and experience has shown over a long period of 
time that if you separate the governance from the management, 
you get precisely the kinds of problems that this Committee is try- 
ing to avoid. So having the CEO on the board is a very, very impor- 
tant nexus. In many cases, companies and boards believe that hav- 
ing the CEO as chairman of the board is also very important. 

Again, my point would be what I have said in my testimony: 
That is up to every company to decide, and their board of directors 
representing the shareholders to decide, rather than be prescrip- 
tive, because it is not always right, but it is always right for the 
company that makes the right decision, and they should be allowed 
to make that decision. 

Senator Corker. Thank you. 

Chairman Reed. Thank you very much, Senator Corker. 

Senator Menendez, please. 

Senator Menendez. Thank you, Mr. Chairman. Thank you all for 
your testimony. 

Let me ask you, I understand that in a previous question, most 
of you — I understand just one or two objections, but most of you 
said that you support the SEC’s May 20th rule to allow certain 
shareholders to include their nominees and proxies that are sent 
to all the other shareholders. Do you think that goes far enough? 
Or is to too far? If you support it, I assume that it goes far enough, 
it is sufficient. But is there something that should be done than 
that? Does that embody what we want to see? 

Mr. Ferlauto. Senator Mendendez, I think it is an appropriate 
use of rule making, which is purely disclosure-based, which is very 
important; that is that it leaves up to the States the creation of 
rights in terms of the nomination of directors, but it empowers 
shareholders to be informed through shareholder communications 
about the fact that those elections are indeed occurring, and then 
votes through the proxy materials on that right. So I think that is 
a good balance. 

In addition, something that we have not talked about, the rule 
goes further, and it empowers shareholders to make binding bylaw 
amendments to improve those shareholder rights for the election of 
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directors so that this disclosure right at 1 percent — or actually it 
is a tiered system that they have in the disclosure rule right now 
for comment — becomes a floor of disclosure, and then at the State 
level, through an election system based on a shareholder proposal 
or a board proposal, they can increase or tweak that right in an 
interesting way. 

For example, I talked about ShareOwners.org being interested in 
retail shareholders. They can never hope to get 1 percent. But as 
in the U.K., you might be able to get 100 shareholders, retail 
shareholders, each owning $5,000 or $10,000 worth together who 
might be an appropriate group to create different types of rights. 

So that there is flexibility, which I think is quite welcome. 

Mr. Verret. Senator Menendez, I would offer that Commissioner 
Paredes of the SEC has offered a competing proposal to the Chair- 
man’s proposal, and I think Commissioner Paredes’ proposal is 
much more reasonable in that it considers facilitation of State law 
rights rather than running roughshod over them and sort of keep- 
ing the lion’s share of the meat and leaving the table scraps for the 
States. And I think Commissioner Paredes’ proposal also strikes a 
balance in limiting the ability of special interests to hijack the cor- 
porate ballot. And so I would offer that for this Committee’s atten- 
tion. 

Senator Menendez. Does anyone else have any opinion on it? 

Mr. Castellani. Yes, Senator, I was not one of the majority who 
supported that, and I just wanted to make sure that you knew 
that. 

Our concern is that what the SEC is proposing to give access to 
the shareholders does preempt what has been traditionally done in 
the States. And, quite frankly, we think that there is symmetry in 
the argument that says if we trust the shareholders to elect the 
boards of directors, which we do implicitly, then we ought to trust 
the shareholders to set the threshold at which shareholders can 
nominate those board of directors candidates. 

Ms. Yerger. I would just note that, as I said earlier, we think 
this is a core right that should be federalized. The States have 
failed investors too long, Delaware in particular, and it really only 
acted when it had to. And I think it is important that the SEC take 
action on this important reform. 

Senator Menendez. Let me ask in a different context. In prac- 
tice, a corporation serves multiple masters, right? It has share- 
holders, it has corporate management, its creditors, the public in 
general. There are many cases where what is best for corporate 
management may not necessarily be the best for shareholders. Or 
there are also cases where what is best for shareholders is not 
what is best for the general public or the financial institution as 
a whole. 

How do we reconcile those tensions? 

Mr. Castellani. That is a very interesting question that has 
been discussed — I am the oldest on the panel, so I can say this — 
for at least most of my corporate career. 

Senator Menendez. There is no one seeking to claim objection, 
I notice. 

[Laughter.] 

Mr. Castellani. I am used to it. 
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Senator Menendez. You have created compromise already. 

Mr. Castellani. There was particularly a very important topic 
in the 1980s, particularly when there was as lot of activity related 
to hostile takeovers, and that is, to whom is a board of directors 
and a management responsible? And the argument was a stake- 
holder argument, that there were shareholders, there were employ- 
ees, there were communities, there were suppliers, there were cus- 
tomers, all of which had a legitimate position in the decisions. 

I would think it is fair to say that in the 1990s and the early 
part of this decade, that balance switched more to the share- 
holders, but what happened is the nature of the shareholders has 
changed very, very considerably. And that is, the average holding 
period, for example, of a New York Stock Exchange-listed company 
is about 7 V 2 months. So if your management and your board — you 
are really dealing with share renters and traders as much, if not 
more, than shareholders. And I think what we are all discussing 
here and we all have a perspective on is: Going forward, what is 
the correct balance between those who have a very, very short-term 
interest in very quick gain out of a company and may want to do 
some of the things that have been discussed here? You give access, 
you give rights to small percentages of shareholders. We already 
know in many cases how they act. Some funds come in and say, 
“We own 5 percent of your company. What we want you to do is 
leverage the company, buy back the shares, give us about a 10-or 
20-percent jump, and we are out of here, quickly.” As opposed to 
other shareholders who say, “I think there is a value-added.” 

I do not know that anybody is in the long term. I do not know 
that any of us know the right answer to that. But I think, quite 
frankly, that is the question that is at the crux of what this Com- 
mittee should be looking at. Obviously 

Mr. Ferlauto. And, Senator, I — interestingly enough for here, 
this is where the Business Roundtable and certainly AFSCME, and 
I think some members of CII agree. It is all about how you em- 
power long-termism and long-term shareholders, which we believe 
that proxy access ultimately will do, so that the best interests of 
the company to achieve long-term shareholder value is achieved. 
And the way you do that, actually, in terms of this long-termism, 
is getting into the DNA of the board. How does the board become 
most effective by being diverse, by being able to absorb many dif- 
ferent points of view, by being — to evaluate itself to make sure that 
it is focused on long-term strategic implementation and that CEO 
pay incentives are aligned with that long strategic vision? And 
when we see a company that fails, we see a failure in all of those 
areas, which is bad for the shareholders, which is bad for the em- 
ployees, which is bad for management, and for all other stake- 
holders in the process. 

So we want proxy access to fix boards because they cannot self- 
evaluate, because they are not diverse enough to share the inter- 
ests of their stakeholders, which ultimately they need in order to 
achieve long-term shareholder value, and because their DNA is 
warped enough that it only serves management or a minority of 
shareholders and not achieve value for the long term. And that is 
the very essence of why we want proxy access and we need it now. 

Senator Menendez. Thank you. 
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Mr. Verret. Senator, may I just also add quickly, I want to com- 
mend Senator Warner and Senator Corker for the introduction of 
the TARP Recipient Ownership Trust Act. Shareholders and boards 
are complicated enough. When Government becomes a shareholder, 
things become even more tricky, and I want to commend the intro- 
duction of that act as dealing with some — going down the road to 
dealing with those unique conflicts. 

Chairman Reed. Thank you very much. Thank you, Senator 
Menendez. 

Senator Johanns. 

Senator Johanns. Mr. Chairman, thank you. To all the panel 
members, thank you very much for being here. 

What I am trying to figure out as I listened to this very inter- 
esting dialogue between the Senators and each of you, is this: I 
kind of look at this as maybe a little bit black and white. There 
are big players here, and there are small players here. But they are 
all affected by the decisions we make here. 

Now, Mr. Ferlauto, if I could start with you, how much money 
do you have under investment, say at this point in time? 

Mr. Ferlauto. AFSCME itself is a rather small player. Our em- 
ployee pension system itself has got less than $1 billion in it. But 
most importantly is that we are concerned about the retirement se- 
curity of our members, and our members depend on well-func- 
tioning capital markets and boards to achieve value. In order for 
them to pay the benefits, all of our members want a market that 
will succeed, that has got the ability to achieve a value over time. 
We are not speaking and we are not active on the part necessarily 
of what is in our portfolio, but what is in the interests of not only 
our members, but all American families seeking to achieve long- 
term financial security. And those are the people that I speak on 
behalf of. 

Senator Johanns. Great. Well, I have never had $1 billion under 
management, so I see you as a big player. What if some institution 
out there who has $1 billion under investment or $10 billion, or 
whatever — let us say they are a big player, like I think you are. 
Let us say you decide that you think the worst possible course of 
action for a company is to be pro-trade, and there are some that 
very openly espouse that theory, that trade has really cost jobs and 
hurt America and this and that. 

If you have access to the proxy, you then have the right to elect 
somebody who espouses that view. Would that be correct? 

Mr. Ferlauto. No, not necessarily. What we have the right to 
do is to potentially nominate somebody, but in order for somebody 
to be elected, they would have to be elected by a majority of every- 
body who is voting, and then presumably all the owners, as in a 
regular election, would assert their choices based on what is in 
their self-interests. So that I would assume that a minority player 
working on any — you know, any motivated self-interest would not 
be able to achieve victory. 

Senator Johanns. Here is what I am trying to get to, and I am 
not trying to be coy about this. I am trying to be very, very direct 
about this. I have got 100 shares; you have got $1 billion worth of 
shares. I am pro-trade, let us say, and whoever this institution is — 
I am not say AFSCME is this, but whoever this institution is, it 
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takes a very, very different view than I do that may not be in the 
best interest. 

Mr. Ferlauto. It is actually a very good point, but who I am 
concerned about are actually the large financial intermediaries, 
particularly mutual funds, who are seeking to do business, you 
know, with other large companies to sell their investment products 
through their 401(k) plans so that they actually may cast their 
votes in a way that would be looked kindly on by the CEO because 
they are not voting against his compensation plan, rather than vot- 
ing in the interests of all the small individual investors who put 
their money into that fund, you know, thinking that that is the 
way to achieve value. And those are the kinds of conflicts that are 
rife in this system that we are very concerned about. 

Senator Johanns. Yes, and I am going to be very direct again. 
You and I are going to have an easy time agreeing that there are 
a lot of ways to be self-interested. A lot of ways. So, Mr. Castellani, 
let me turn to you. Based on your corporate experience, what im- 
pact does that have on your company if there is, for lack of better 
terminology, ease of entry here? 

Mr. Castellani. One of the things that we are concerned about 
is that it would politicize the board. The board is legally required 
to represent all shareholders. So each member of the board is to 
represent all shareholders, not a particularly constituency of share- 
holders. But, in fact, there are constituencies of shareholders, peo- 
ple who want short-term gains, people who want — you were giving 
an example, my company, Tenneco, owned Newport News Ship- 
building. We had a shareholder, a nice little group from Con- 
necticut, a group of nuns who owned $2,600 of the company and 
wanted us to get out of the nuclear shipbuilding business. And 
every year, they would have that on the proxy. 

The point is that dissension first costs the shareholders money, 
because that is who pays for the proxy process. It doesn’t come out 
of the management’s pocket. It doesn’t come out of the Govern- 
ment’s pocket. The shareholders pay for the dissension. 

But second — directly, they pay for the proxy process — but second, 
boards best operate when they operate by consensus, when there 
is an agreement among the board of the strategic direction of the 
company and who should implement that strategic direction. It 
doesn’t mean there isn’t discussion. It doesn’t mean there isn’t 
questioning, that there isn’t dissension. But when they make a de- 
cision, companies operate best when you don’t second-guess, until 
there is reason to second-guess, the direction the company is going. 

Senator Johnson. I am out of time, and I won’t press that too 
much today because we have been given extra time today, but I 
want to offer one other thought on a totally different approach. I 
was on a panel yesterday in this room, and as I started my ques- 
tioning, I said to the panelists, I said, I am going to warn you. I 
am a former Governor. It just astounds me how we have this phi- 
losophy here — and I am very new to this Senate job — it just 
astounds me how we think all of the best solutions are here in 
Washington with a Federal approach. This really does impact 
States in a very, very significant way. That in itself is a very, very 
profound issue. And yet we just kind of jump right in the middle 
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of it with this new approach that just casts aside 50 State cor- 
porate laws. 

And I will share this with you. When I started as Governor many 
years ago, I decided that I wanted to be a State that attracted busi- 
ness to my State. We needed jobs and we needed economic growth 
in the State of Nebraska and I decided I was going to take on Dela- 
ware to try to make that happen. You know what I realized about 
Delaware? They had one heck of a good start and they were doing 
more things right than they were doing wrong and it was going to 
be very, very difficult to dent that. 

And yet in this hearing, again, whether it is Delaware or Ne- 
braska or Wyoming or California, whoever, we have a very, very 
profound impact on the history of corporate governance in this Na- 
tion and I just don’t think we should do that lightly. I think you 
would have 50 Governors in those seats back there ready to come 
to the table to chew on us about that, because it does have very 
significant consequences for the States where the jobs do exist, 
where the jobs are created, where hopefully the businesses grow 
and expand and create economic opportunities for the people out 
there who then pay the taxes that allow us to come here and do 
the social and other programs that we just love to do. 

So I just think it is really an important philosophical issue and 
that is my little sermonette at the end of the questioning. Thank 
you. 

Chairman Reed. Thank you, Senator Johanns. 

Let us begin the second round. 

Ms. Yerger, what is the status of majority voting on Delaware 
law now? Is it 

Ms. Yerger. Under Delaware, and again, I am not a lawyer, it 
is not the default standard, but the laws do accommodate majority 
voting so companies can adopt it voluntarily. 

Chairman Reed. They can adopt it voluntarily. But under the — 
and Ms. Cross, under the SEC’s proposal, that would not upset 
Delaware law if you were talking about majority voting. It would 
be optional. 

Ms. Cross. We don’t have a proposal on majority voting. The 
way it would work with our proxy access is that if there were more 
people running than there were slots, you would usually revert to 
plurality voting because majority wouldn’t work. 

Chairman Reed. OK. Thank you. 

Mr. Castellani, again, thank you for being here and for your tes- 
timony. I think the core of the issue is who knows best about the 
company, the directors or the shareholders. Under the present ar- 
rangement, and we have got enough lawyers who can criticize my 
legal analysis, is that the directors essentially control access in 
most companies to the proxy unless you want to mount a very ex- 
pensive proxy fight. They decide in most cases and in most compa- 
nies what will get on as an issue and what won’t get on as an 
issue. So the current practice, unless we do something, will leave 
sort of the directors with critical control of the process and then on 
both sides of this argument we are talking about empowering 
shareholders. So your comments, and then I will open it up to the 
panel. 
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Mr. Castellani. Sure. First, for the record, let me state I am a 
scientist and engineer, not a lawyer. 

Chairman Reed. Well, Senator Bunning, again, thank you on his 
behalf. 

Mr. Castellani. I want to say that as often as I can. 

In fact, the directors do not control access to the proxy for all 
issues. In fact, the SEC controls. Therefore, companies like Tenneco 
get proposals. All companies get proposals related to social issues, 
governance issues, economic issues, labor issues, environmental 
issues. But I don’t think that is what you are talking about. 

What you are talking about is the access for the purposes of 
nominating directors and we have to talk about that in the context 
of any group of shareholders, any single shareholder has an ability, 
if they can afford it, and it is an expensive proposition 

Chairman Reed. Yes. 

Mr. Castellani. to nominate directors and run in competi- 

tion to the directors that are nominated by the Nominating Com- 
mittee. That is how we do takeovers and that is how the companies 
make sea changes, or investors make sea changes. 

What I am concerned about and what we are concerned about is 
we have, by majority vote, by and large, directors who are elected 
to represent all shareholders. Those directors are, by and large, 
elected every year. And so if the shareholders elect the directors 
and the shareholders can remove the directors under majority vot- 
ing, then how does the company best operate on behalf of the 
shareholders? 

Is it best operated in letting those directors make, in their collec- 
tive judgment, decisions about who should be on the board rep- 
resenting the shareholders, who should manage the company, or do 
we subject those directors or a portion of them — a significant por- 
tion, 25 percent of them — to a reelection challenge every year and 
turn them into essentially corporate politicians, because these are 
contested elections. They are somehow going to have to be run as 
contested elections. 

And what does that do to the director? Does that then distract 
her from the business that we all want her to do, which is over- 
seeing the shareholders’ interests in that board room, or does she 
have to be more concerned because the conflicting nominee was 
elected because they didn’t want us to be in the nuclear ship- 
building business, in my case, or they didn’t want us to do business 
in a particular part of the world, or they wanted our product lines 
to change, or they wanted some practices to change. 

What our concern is is that boards should be free to do and re- 
sponsible for doing what the shareholders want them to do, and 
that is be good stewards of their investment in the company. 

Chairman Reed. Well, my sense is — and you are right to narrow 
down my focus to the directors’ election because social issues, they 
do get on the board because the SEC has required that and there 
is an argument they could require the directors also to be subject 
to proxy access. 

But the other side of the argument is there is a group of direc- 
tors that essentially nominates the Nominating Committee. Usu- 
ally the Nominating Committee is directors 

Mr. Castel la ni. Right. 
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Chairman Reed. who then choose other people they think 

are sympathetic to them and their views and the shareholders, un- 
less they are not in a proxy fight, generally they either have to ac- 
cept this board, and many times, as you pointed out, the board is 
not elected by a majority. In fact, there are many times where less 
than a majority of shareholders, a small number of shareholders 
even vote, and I think there has been a lot of discussion back and 
forth about motivation for voting, but most shareholders don’t 
know — it is not the politics as practiced elsewhere. Most share- 
holders are reflecting on their dividends, their share value, what 
they think the company should be doing economically for their ben- 
efit. It is quite self-interested. 

Mr. Castellani. I think, Senator, another point I should make — 
two other points I should make is that good boards, and certainly 
I would include our companies, have means by which they commu- 
nicate and allow shareholders to suggest directors. And in fact, 
that is something that all of our member companies do now. 

So small groups of shareholders — and let us not kid ourselves. I 
mean, any management, any board that is worth anything, that 
can wake up and make their own breakfast in the morning, when 
a large shareholder comes in and says, we want to talk to you 
about the make-up of the board, by God, we listen, because you for- 
get, we are in the business of trying to sell our shares to members 
and convince investors that we are a good company to invest in. So 
we listen to investors. 

The problem that we have is that sometimes in these discussions, 
you are talking about individual investors and we have to be re- 
sponsive to our largest investors, which are institutional investors. 
And so the desires of individuals come through intermediaries, the 
mutual fund and the fund managers, and that message is very dif- 
ferent than what some of the things that you are describing. 

Chairman Reed. This is a conversation that could go on at 
length, but I am going to stop and recognize Senator Bunning. 
Thank you. 

Senator Bunning. Thank you very much. 

Professor Verret, there has been a lot of talk about giving share- 
holders a vote on pay packages but little discussion on the details. 
If we were to require such a vote, what specifically should we vote 
on and how often should we vote? 

Mr. Verret. Well, notably, I think one thing I would draw out 
is that there is a big difference between “say-on-pay” and say on 
severance packages. I think those are two distinct issues. There is 
a healthy debate about both of them, but I think it is a mistake 
to lump them in together. I think the big difference between say 
on severance is that severance packages are used to facilitate effi- 
cient mergers and acquisitions. Basically, sometimes when a good 
M&A deal goes through, the CEO of the target has to go. It is, you 
have got to leave and here is some walking-away money. And those 
deals are great, and most of the 

Senator Bunning. But that isn’t my question. 

Mr. Verret. OK. So my first answer is, I would differentiate 
“say-on-pay” and say on severance. 

With respect to “say-on-pay,” I think one of the details is how 
often would you approve “say-on-pay,” and I am aware that the 
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United Brotherhood of Carpenters, at least, wants it every 3 years. 
I think some groups prefer it every 

Senator Bunning. Every 3 years? 

Mr. Verret. Yes. They would prefer the pay package 

Senator Bunning. By the time the second year came around, 
maybe the company would be in Chapter 11. 

Mr. Verret. Well, perhaps, but what they propose is that typi- 
cally, pay packages are negotiated over longer terms, so “say-on- 
pay” should be negotiated over the longer term. You don’t nec- 
essarily reapprove the pay package every year. Sometimes they are 
longer term. Sometimes they are 5 or 10 years. 

So one of the things I would suggest is that you leave open the 
boards of directors and the shareholders to determine how they 
want “say-on-pay” to work. 

Senator Bunning. Then you think they should be left open to the 
boards in negotiating with whoever they want as their CEO? 

Mr. Verret. I worry about the effects of one-size-fits-all pack- 
ages, and I think we have seen that effect in Britain with their 
“say-on-pay” rules. 

Senator Bunning. And you think the negotiations on golden 
parachutes should be different completely? 

Mr. Verret. They should be, because sometimes you have to do 
them very quickly, not enough time to get approval for the package 
to deal with the specific merger. 

Senator Bunning. Would you like to comment? 

Mr. Coates. Very briefly. “Say-on-pay” is advisory votes only. 
There is no need for speed. There is no need for prior voting. The 
U.K., the Netherlands, Australia have successfully implemented 
this for years, and in fact, the evidence from the U.K. suggests that 
it almost never has a bad effect on companies, that almost all of 
the time, shareholders approve the pay package as presented. 
There are a few outliers that get their pay packages voted down 
and the result of that has been a better alignment of shareholder 
and manager interests over the past 5 years in the United King- 
dom. So I think the U.K. model is working and I think it is a rea- 
sonable place to start. 

Mr. Verret. Although as I am sure Professor Coates might be 
aware, the shareholder electorate in the United Kingdom is very 
different from the United States — 

Senator Bunning. No. This is not a discussion between — we have 
to ask the questions. 

Mr. Verret. Sorry. He is my old professor and he gave me a “B” 
in corporate law, so I have to 

Senator Bunning. A “B”? That is pretty good. 

[Laughter.] 

Senator Bunning. Unbelievable. I will give you a chance to talk 
again. 

As States respond to concerns about corporate governance issues 
with changes to their own laws, is there really a need to federalize 
business law? 

Mr. Verret. Well, I would agree, and I think we haven’t even 
had time to see the effect of the State changes on proxy access op- 
erate after Delaware and the other States facilitated majority vot- 
ing in 2006. From 2006 to 2007, we saw an increase in majority 
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voting at companies from 20 percent of the S&P 500 to 50 percent. 
So Delaware just amended its code in, I think, March, and the ABA 
is about to change the Model Business Code. So there hasn’t been 
enough time to see, I think, all the proxy access bylaws that I 
think we are going to see adopted by boards. 

Senator Bunning. Ann, would you like to comment? 

Ms. Yerger. I firmly believe that the problem here are the prob- 
lem companies and 

Senator Bunning. Yes, we know about them. 

Ms. Yerger. and that is why I believe these issues should 

be federalized, frankly. 

Senator Bunning. Yes, but they are at the trough every time 
they have a problem, whether they are a finance company or 
whether they are an insurance company, whether they are an auto 
company. If you think they are too big to fail, then the Federal 
Government is the backstop. And if they are a GSE, we are the 
backstop for sure. So do you have some other suggestions that we 
might not have to be the backstop? 

Ms. Yerger. Suggestions regarding specifically — I am sorry. I 
have lost the question here. 

Senator BUNNING. You lost the question. Well, about the laws 
being changed in the States on corporate governance. 

Ms. Yerger. I feel that majority voting, we have had plenty of 
experience and the fact is that there are many companies — in fact, 
most small companies have not adopted it. We think it is a core 
owner right and as a result it should be federalized. 

I also believe that proxy access should be federalized. The fact 
is, when council members invest in domestic companies, they are 
not doing a portfolio of Delaware companies or Nebraska compa- 
nies. They are doing a portfolio of the U.S. companies, and we ei- 
ther make a decision that these are basic rights we should be offer- 
ing to owners of any company here in the United States or not. 
And I think the Council firmly believes that 

Senator Bunning. The fact that if I live in Kentucky, where I 
live, you want me to come in and say, the Federal Government 
should make the rules for every company in Kentucky. 

Ms. Yerger. Regarding access on majority voting 

Senator Bunning. Yes. 

Ms. Yerger. yes, sir. 

Senator Bunning. You do. 

Mr. Ferlauto. If I may, another 

Senator Bunning. It won’t sell. 

Mr. Ferlauto. Another approach to this which I think might sell 
is that give shareholders the power to decide what State they will 
incorporate in, and therefore you can 

Senator Bunning. Well, they do have the power. 

Mr. Ferlauto. No, they don’t, actually, is that right now, it is 
the boards through the IPO 

Senator Bunning. Oh, you mean beforehand, before they incor- 
porate. 

Mr. Ferlauto. Maybe every 5 years. You talked about one way 
to do this is to give them a right every four or 5 years, similar to 
Mr. Coates’s idea, that rather than opting in and opting out of a 
variety of laws, they actually have a right to decide on whether the 
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charter and powers of a particular State are appropriate for them 
at a particular moment and allow shareholders to decide on their 
own 

Senator Bunning. You, as a billion-dollar investor, you as a per- 
son who controls $1 billion worth of investment, would say that to 
the shareholders after the fact, after they have already incor- 
porated? 

Mr. Ferlauto. I agree that there should be more — that the State 
of incorporation should be a greater factor when IPOs are made 
and that there is not enough emphasis or focus on corporate gov- 
ernance during the IPO process, and I think that would be some- 
thing very interesting for the SEC to look at for perhaps new rule 
making. But if you are talking about empowering the States, one 
thing that you might consider to do is to give them real power and 
create real competition among Delaware and Nebraska and North 
Dakota and California and every other State by making State cor- 
poration real and let them compete. The only way you can let them 
compete is by giving shareholders, the owners of these companies, 
real power to make a decision about what laws are most appro- 
priate to them. 

Senator Bunning. It won’t sell. 

Mr. Ferlauto. It is a market-based 

Senator Bunning. It won’t sell. We can’t sell it, because we 
would have 50 Governors up here every day trying to tell us to 
mind our own business. 

Mr. Ferlauto. Yes, but 

Senator Bunning. Thank you. Thank you, Mr. Chairman. 

Chairman Reed. Senator Corker. 

Senator Corker. Thank you all for your testimony, and again, 
both of you, for having the hearing. 

I think what — well, based on backgrounds, Mr. Ferlauto and I 
might have a difference of opinion on many things. I think what 
you were trying to communicate is giving shareholders — you can 
domicile. You can change the corporate domicile at any time you 
wish. It doesn’t matter where you are incorporated. 

I actually think that Senator Johanns was referring to a race to 
the top and I do think that, while I realize my friend from Dela- 
ware may disagree, it actually does give shareholders the ability to 
influence things and I hope that we will — I am not sure it wouldn’t 
sell and I hope it is something we will understand. I am not sure 
I understand enough about it myself to support it, but I do know 
that it certainly would give shareholders much greater freedoms. 

I do want to say to you, Mr. Verret, that I think you were dead 
on in your opening comments that here we are talking about lots 
of things, but really what has driven this has been moral hazard, 
has been what happened with GSEs, and many of the policies we 
put in place here, the failure of regulators, short-term thinking, 
credit-rating agencies that didn’t do what everyone thought they 
were doing, and I am not sure about the mark-to-market issue. We 
might debate that some. 

But I hope that we don’t go overboard with what we do here be- 
cause it is other factors — many other factors — that have created 
this. I do, on the other hand, think that boards are the final gov- 
ernance issue, and if you have good boards that actually under- 
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stand the risk, especially at financial institutions, I think we might 
actually look at differentiating things that have to do with large 
companies, financial companies that offer systemic risk. We may 
look at those a little differently. 

But let us get down to this risk. Senator Schumer is close to our 
Chairman. My guess is that just knowing how things work around 
here, that he may to defer to him on some of these corporate gov- 
ernance issues. He laid out six things. My sense is that the share- 
holder “say-on-pay” issue as advisory was not particularly con- 
troversial amongst most here, is that correct, as an advisory issue. 

The shareholder input didn’t seem to be 

Mr. Castellani. Why do it every year? Why require it for all 
companies? 

Senator Corker. And maybe there is a size issue. By the way, 
I am not agreeing myself necessarily with all these. I am just ask- 
ing you all. The independent chairperson seemed to be somewhat 
agreed by half and somewhat disagreed, especially Mr. Castellani, 
is that correct, thought that was a bad idea. 

Mr. Castellani. We believe that it should be up to every board 
of directors and every company to decide what is best for them. 

Senator Corker. Does anybody other than him disagree with 
what was put forth there? 

Ms. Cross. If I could note, I am not — on behalf of the SEC, I am 
not expressing views. The Commission hasn’t expressed views on 
all these points. 

Senator Corker. I understand. 

Ms. CROSS. By my silence, I am not commenting. 

Senator Corker. I have got you. 

Ms. Cross. Thank you. 

Ms. Yerger. We are believers in one-size-fits-all on this issue. 

Senator Corker. You are believers in that. 

Ms. Yerger. Yes. 

Senator Corker. The stagger board issue, I hope stays in place 
and is not eliminated, personally. The majority voting issue didn’t 
seem to be a big issue to anybody here. Mr. Castellani, since you 
represent 

Mr. Castellani. Most of our members have majority voting. 

Senator Corker. So not a big deal. So the risk committee is the 
one issue I think we haven’t touched on 

Mr. Castellani. It is very important. 

Senator Corker. and I just wonder if, since I think we have 

got pretty good input from you all in these other areas, what are 
your thoughts, in whatever order you want to give them, on the 
risk committee issue? 

Mr. Castellani. Senator, if I might start, I think there probably 
is going to be pretty close to — well, I don’t know whether we would 
all be unanimous. The fundamental issue, which is whether or not 
a board of directors should regularly and thoroughly analyze the 
risks that face the company and its shareholders is not one on 
which there is any argument. That is one of the fundamental pur- 
poses of a board of directors. 

What Senator Schumer in his bill prescribes, however, is not ap- 
propriate, and that is that you create a separate committee to do 
that. Some companies choose to do it within separate committees, 
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but other companies think that it is better done within its audit 
committee because its greatest risk may be in its financial struc- 
tures. Some companies do it, because of the nature of the products, 
in different committees because their greater risk may be either 
the products or the markets in which they serve as opposed to fi- 
nancial risk. 

So our suggestion is that it is done, but don’t specify that you 
create another committee, particularly where we have already run 
the risk of being so prescriptive to how many committees and what 
type of committees boards should have that we run the risk of 
being the best at governance compliance and the worst at govern- 
ance implementation. 

Senator Corker. I understand. Is there anybody that strongly 
disagrees with the position he just put forth? 

Mr. Ferlauto. Let me just add one caveat to that. I think John 
is right that there needs to be some flexibility, but there also needs 
to be some very explicit disclosure about who is responsible for 
risk, what committee is responsible for it, what is their charter, 
what powers that they have, how they will review risk, and that 
needs to be disclosed much more heavily than it does right now. 

Senator Corker. So you would moderate the bill in that way and 
specify that it doesn’t have to have a separate committee, but that 
function has to take place within the board 

Mr. Ferlauto. And it needs to be disclosed to shareholders in a 
very precise way, OK. 

Senator Corker. So, since I am the last questioner 

Chairman Reed. Go ahead. 

Senator Corker. let us go back to this issue of the State 

thing again, which longer-term advocates of shareholder rights 
have said, look, if we could just give shareholders the ability to 
race to the top, as Senator Johanns, I think was alluding to, I am 
not positive — I certainly asked the question earlier in the same 
light — Mr. Castellani, how do you feel about shareholders being 
able to say that you are not going to be domiciled in whatever 
State you are in but you are going to be in Texas because it gives 
great shareholder rights? 

Mr. Castellani. Senator, if the majority of the shareholders 
want to change the logo to pink and make me stand on one leg, 
I change the logo to pink and stand on one leg. So it really is what 
the majority of the shareholders. But I think it is not a decision — 
I think we kid ourselves that this is a decision that is based on 
what Mr. Icahn is advocating, which is the ability of greater ease 
of change of control. 

One of the reasons why Delaware is very attractive to corpora- 
tions is Delaware has an infrastructure, with all deference to my 
colleague here, that is very efficient in adjudicating issues between 
companies and shareholders, and shareholders and shareholders, 
prior to annual meetings or whenever they need to be adjudicated. 
Delaware is very, very good. They have — what have they got, ten 
judges and a couple hundred staff people that make decisions very, 
very quickly. So it is not just the structure of the law that is attrac- 
tive but it is the ability of the State to implement its law and make 
decisions when issues are in contention very quickly and very effi- 
ciently. 
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Senator Corker. But while you are selling Delaware, and I am 
sure the Chambers of Commerce up there like that 

Mr. Castellani. Well, let me give equal. New Jersey is also very 
good. Ohio is very good 

[Laughter.] 

Mr. Castellani. and I am sure 

Senator Corker. Their pension funds must invest in your com- 
pany. 

Mr. Castellani. Tennessee is very good. 

Senator Corker. But back to the issue of whether they are good 
or not, and my guess is some of those are not so good that you just 
mentioned, but giving the shareholders the ability to do that is, in 
your opinion — and, by the way, by law? You have no problem with 
that? 

Mr. Castellani. Yes, I would. Why, again, prescribe for all 
shareholders of all companies something that they already have the 
right to do within the States where they are incorporated if the 
States allow it. 

Senator Corker. Does anybody strongly disagree with that? 

Mr. Coates. Just so we are clear, currently, shareholders do not 
have the right 

Mr. Castellani. Do not have the right. 

Mr. Coates. do not have the right to force a reincorporation 

over the objection of the board, and I actually think for once I am 
on sort of the management side of the Business Roundtable, at 
least if I heard his comment earlier. I don’t think that would be 
a good idea to introduce. It would be more powerful and more dis- 
ruptive on behalf of shareholders than anything the SEC is pro- 
posing in the current environment. 

Senator Corker. So you think that is a really bad idea? 

Mr. Coates. Well, I just — I think it would require a great deal 
of thought about how exactly it would be implemented, and I think 
to think of it as somehow a weaker version of shareholder proxy 
access is just descriptively a mistake. It would be actually more 
empowering 

Senator Corker. No, I agree. 

Mr. Coates. OK. 

Senator Corker. It is the most empowering thing, I think, 
that 

Mr. Castellani. And I want to make very clear that I associate 
myself with those remarks, that that is — I can’t imagine what the 
benefit would be compared to the costs or the disruption. 

Senator Corker. Do you want to make a comment? 

Mr. Ferlauto. I was just going to say, I think that is true. I 
think the moderate form is establishing the disclosure right for 
proxy access. But to go all the way to keep Governors happy, if you 
will, is to create competition amongst the States by fully empow- 
ering shareholders. 

Ms. Yerger. As radical as the Council is, I have to tell you, this 
is not an issue we have endorsed at this point, is giving owners the 
right to reincorporate an entity. We are studying it, but I think 
that it is a complex issue that I would be very surprised the cor- 
porate community would support. 

Mr. Ferlauto. This is the moderate version. 
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Mr. Verret. I would also offer that proposals and changes of 
State of incorporation get introduced from time to time and the re- 
sults are always there is pretty low shareholder interest in that. 

Senator Corker. OK. Listen, I want to say that while I ask num- 
bers of questions, I am going to give the same disclosure as the 
SEC. None of them necessarily represent my point of view. It is 
just the best way to sort of understand what a very diverse panel 
of six people think about an issue and I very much appreciate all 
of your input today. 

I hope that if we do anything on corporate governance, I hope 
that it is modest and we realize that at the end of the day, a lot 
of factors led to the failures that we have had today, much of 
which, candidly, was generated out of this body and those who 
came before. I hope that we don’t create a similar problem or an- 
other type of problem by over-legislating how the private sector 
governs itself. But I thank you all for your testimony. 

Chairman Reed. Thank you, Senator Corker. 

I want to thank all the witnesses. This has been a very insightful 
panel, and I particularly thank you for the time and effort you put 
into this. It was quite obvious from the testimony and from your 
response to questions. 

Let me say for the record, witnesses’ complete written testimony 
will become part of the hearing record and we are happy to include 
supporting documentation for the record. The record will remain 
open for 1 week, until August 5, 2009, for Members to submit their 
own personal written statements or additional questions for the 
witnesses. We ask that witnesses respond to any written questions 
that are sent within 2 weeks and note that the record will close 
after 6 weeks in order for the hearing print to be prepared. 

With that, I thank you again and thank my colleagues. The hear- 
ing is adjourned. 

[Whereupon, at 4:38 p.m., the hearing was adjourned.] 

[Prepared statements and responses to written questions sup- 
plied for the record follow:] 
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PREPARED STATEME N T OF CHAIRMAN JACK REED 

I want to welcome everyone, and thank all of our witnesses for appearing today. 

Today’s hearing will focus on corporate boardrooms and try to help us better un- 
derstand the misaligned incentives that drove Wall Street executives to take harm- 
ful risks with the life savings and retirement nest eggs of the American people. 

This Subcommittee has Held several hearings in recent months to focus on gaps 
in our financial regulatory system, including the largely unregulated markets for 
over-the-counter derivatives, hedge funds and other private investment pools. We 
have also examined problems that resulted from regulators simply failing to use the 
authority they had, such as our hearing in March that uncovered defective risk 
management systems at major financial institutions. 

But although regulators play a critical role in policing the markets, they will al- 
ways struggle to keep up with evolving and cutting-edge industries. Today’s hearing 
will examine how we can better empower shareholders to hold corporate boards ac- 
countable for their actions, and make sure that executive pay and other incentives 
are used to help companies better focus on long-term performance goals over day- 
to-day profits. 

Wall Street executives who pursued reckless products and activities they did not 
understand brought our financial system to its knees. Many of the boards that were 
supposed to look out for shareholder interests failed at this most basic of jobs. This 
hearing will help determine where the corporate governance structure is strong, 
where it needs improvement, and what role the Federal Government should play in 
this effort. 

I will ask our witnesses what the financial crisis has revealed about current laws 
and regulations surrounding corporate governance, including executive compensa- 
tion, board composition, election of directors and other proxy rules, and risk man- 
agement. In particular, we will discuss proposals to improve the quality of boards 
by increasing shareholder input into board membership and requiring annual elec- 
tion of, and majority voting for, each board member. 

We will also discuss requiring “say-on-pay,” or shareholder endorsements of execu- 
tive compensation. We need to find ways to help public companies align their com- 
pensation practices with long-term shareholder value and, for financial institutions, 
overall firm safety and soundness. We also need to ensure that compensation com- 
mittee members — who play key roles in setting executive pay — are appropriately 
independent from the firm managers they are paying. 

Other key proposals would require public companies to create risk management 
committees on their boards, and separate the chair and CEO positions to ensure 
that the CEO is held accountable by the board and an independent chair. 

I hope today’s hearing will allow us to examine these and other proposals, and 
take needed steps to promote corporate responsiveness to the interests of share- 
holders. I welcome today’s witnesses and look forward to their testimony. 


PREPARED STATEMENT OF MEREDITH B. CROSS 

Director, Division of Corporation Finance, Securities and Exchange 

Commission 

July 29, 2009 

Introduction 

Good afternoon Chairman Reed, Ranking Member Bunning, and Members of the 
Subcommittee. My name is Meredith Cross, and I am the Director of the Division 
of Corporation Finance at the U.S. Securities and Exchange Commission. I just re- 
joined the SEC staff in June of this year after more than 10 years in private prac- 
tice here in Washington. I worked at the SEC for most of the 1990s, and I am de- 
lighted to be back at the agency at this critical time in the regulation of our finan- 
cial markets. I am pleased to testify on behalf of the Commission today on the topics 
of corporate governance and the agency’s ongoing efforts to assure that investors 
have the information they need to make educated investment and voting decisions. 

Investor confidence is critical to our securities markets. In the context of the 
issues that the Subcommittee is discussing today, investors need to feel confident 
that they have the information they need to make educated decisions about their 
investments, including whether to reelect or replace members of the board of direc- 
tors. Good corporate governance is essential to investor confidence in the markets, 
and it cannot exist without transparency — that is, timely and complete disclosure 
of material information. In responding to the market crisis and erosion of investor 
confidence, the Commission has identified and taken steps over the past months in 
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a number of significant areas where the Commission believes enhanced disclosure 
standards and other rule changes may further address the concerns of the investing 
public. 

Shareholder Director Nominations 

A fundamental concept underlying corporate law is that a company’s board of di- 
rectors, while charged with managerial oversight of the company, is accountable to 
its shareholders who have the power to elect the board. Thus, boards are account- 
able to shareholders for their decisions concerning, among other things, executive 
pay, and for their oversight of the companies’ management and operations, includ- 
ing the risks that companies undertake. While shareholders have a right under 
State corporate law to nominate candidates for a company’s board of directors, it 
can be costly to conduct a proxy contest, so this right is only rarely exercised. 

The Commission’s proxy rules seek to enable the corporate proxy process to func- 
tion, as nearly as possible, as a replacement for in-person participation at a meeting 
of shareholders. With the wide dispersion of stock prevalent in today’s markets, re- 
quiring actual in-person participation at a shareholders’ meeting is not a feasible 
way for most shareholders to exercise their rights — including their rights to nomi- 
nate and elect directors. Two months ago, the Commission voted to approve for no- 
tice and comment proposals that are designed to help shareholders to more effec- 
tively exercise their State law right to nominate directors. 1 

Under the proposals, shareholders who otherwise have the right to nominate di- 
rectors at a shareholder meeting would, subject to certain conditions, be able to 
have a limited number of nominees included in the company proxy materials that 
are sent to all shareholders whose votes are being solicited. To be eligible to have 
a nominee or nominees included in a company’s proxy materials, a shareholder 
would have to meet certain security ownership requirements and other specified cri- 
teria, provide certifications about the shareholder’s intent, and file a notice with the 
Commission of its intent to nominate a candidate. The notice would include specified 
disclosure about the nominating shareholder and the nominee for inclusion in the 
company’s proxy materials. This aspect of the proposals is designed to provide im- 
portant information to all shareholders about qualifying shareholder board nomi- 
nees so that shareholders can make a more informed voting decision. 

To further facilitate shareholder involvement in the director nomination process, 
the proposals also include amendments to Rule 14a-8 under the Exchange Act, 
which currently allows a company to exclude from its proxy materials a shareholder 
proposal that relates to a nomination or an election for membership on the com- 
pany’s board of directors or a procedure for such nomination or election. This so- 
called “election exclusion” can prevent a shareholder from including in a company’s 
proxy materials a shareholder proposal that would amend, or that requests an 
amendment to, a company’s governing documents regarding nomination procedures 
or disclosures related to shareholder nominations. Under the proposed amendment 
to the shareholder proposal rule, companies would be required to include such pro- 
posals in their proxy materials, provided the other requirements of the rule are met. 

The proposing release seeks comments from the public on the rule proposals gen- 
erally and also includes numerous specific questions. The comment process is a crit- 
ical component of every rule making, and one that the Commission takes very seri- 
ously. We sincerely want to hear from all interested parties and truly believe that 
the rule-making process is better informed as a result of the comments that we re- 
ceive. 

Proxy Disclosure Enhancements 

One of the key disclosure documents for shareholders in deciding how to vote in 
the election of directors is the proxy statement. This document, which includes infor- 
mation about the directors, certain board practices, executive compensation, related 
party transactions, and other matters, is a critical component of the U.S. corporate 
governance landscape. The Commission, on July 1, voted to propose a series of rule 


1 “Facilitating Shareholder Director Nominations”, Securities Exchange Act Release No. 34- 
60089 {June 10, 2009). The Commission’s vote was 3—2 in favor of the proposal, with Chairman 
Schapiro and Commissioners Walter and Aguilar voting to approve the staffs recommendation 
to propose rules, and Commissioners Casey and Paredes voting not to approve the staffs rec- 
ommendation. For the Commissioners’ statements regarding the proposal at the Commission 
meeting at which the proposal was considered, see http:/ lwww.sec.gov / news / 
speech. shlmlMchair. 
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amendments that are designed to significantly improve proxy disclosures, thereby 
enabling shareholders to make more informed voting decisions. 2 

One area that has garnered significant public attention and can drive investors’ 
investment and voting decisions is executive compensation. The Commission’s exist- 
ing disclosure rules are designed to elicit comprehensive and detailed information 
about all elements of a company’s compensation practices and procedures with re- 
spect to its most senior executives. This information includes a “Compensation, Dis- 
cussion and Analysis”; detailed tables followed by related narrative disclosure; and 
a report from the Compensation Committee. Based on this information, investors 
can form opinions about a company’s executive compensation policies, including 
whether the board of directors has acted appropriately in setting incentives and re- 
wards for management. 

Today, if material, a company must discuss the risk considerations of its com- 
pensation policies and decisions with respect to its “named executive officers.” 
(“Named executive officers” generally include the chief executive officer, chief finan- 
cial officer, and next three highest paid officers.) Some have argued, however, that 
the recent financial crisis has demonstrated that a company’s compensation prac- 
tices beyond these five named executive officers can have a dramatic impact on its 
risk profile; the manner in which some trading arms of financial institutions have 
been compensated would be an example. Therefore, the Commission has proposed 
requiring disclosure about how the company incentivizes its employees — beyond the 
named executive officers — if its compensation policies may result in material risks 
to the company. This disclosure is intended to enable investors to gauge whether 
the company’s compensation policies create appropriate incentives for its employees, 
as opposed to creating incentives for employees to act in a way that creates risks 
not aligned with the risk objectives of the company. 

The Commission’s recent proxy enhancement proposals also would require ex- 
panded information about the qualifications of directors and director candidates, 
about the board’s leadership structure and role in risk management, and about po- 
tential conflicts of interests of compensation consultants. The proposals also would 
improve the reporting of annual stock and option awards to company executives and 
directors, and would require quicker reporting of shareholder vote results. The Com- 
mission believes that all of this information would enable shareholders to more in- 
telligently exercise their proxy vote, thereby further enhancing corporate account- 
ability. 

Broker Discretionary Voting 

Also on July 1, the Commission approved changes to New York Stock Exchange 
Rule 452, which governs broker discretionary voting, to prohibit brokers from voting 
shares held in street name in director elections unless they have received specific 
voting instructions from their customers. 3 NYSE Rule 452 generally allows brokers 
to vote such shares on behalf of their customers in uncontested director elections, 
as such elections are currently deemed to be “routine;” under the revised rule, such 
elections will no longer be deemed to be routine. This amendment, which the NYSE 
approved at least in part based on recommendations from the NYSE’s Proxy Work- 
ing Group, will become effective on January 1, 2010. 

The Commission also has asked that the staff undertake — this year — a com- 
prehensive review of other potential improvements to the proxy voting system and 
rules governing shareholder communications, including exploring whether issuers 
should have better means to communicate with street name holders. With over 800 
billion shares being voted annually at over 7,000 company meetings, it is imperative 
that our proxy voting process work well, beginning with the quality of disclosure 
and continuing through to the integrity of the vote results. 


2 “Proxy Disclosure and Solicitation Enhancements,” Securities Exchange Act Release No. 34- 
60280 (July 10, 2009). 

3 “Order Approving Proposed Rule Change, as modified by Amendment No. 4, to Amend 
NYSE Rule 452 and Corresponding Listed Company Manual Section 402.08 to Eliminate Broker 
Discretionary Voting for the Election of Directors, Except for Companies Registered Under the 
Investment Company Act of 1940, and to Codify Two Previously Published Interpretations that 
Do Not Permit Broker Discretionary Voting for Material Amendments to Investment Advisory 
Contracts with an Investment Company,” Securities Exchange Act Release No. 34-60215 (July 
1, 2009). The Commission’s vote was 3-2 in favor of the proposal, with Chairman Schapiro and 
Commissioners Walter and Aguilar voting to approve the rule change, and Commissioners Casey 
and Paredes voting not to approve the rule change. For the Commissioners’ statements regard- 
ing the proposal at the Commission meeting at which the rule change was approved, see http: I j 
www.sec.gov / news / speech. shtml#chair. 
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Say-on-Pay for TARP Companies 

Also on July 1, the Commission proposed amendments to the proxy rules to set 
out the requirements for a “say-on-pay” vote at public companies that that have re- 
ceived (and not repaid) financial assistance under the Troubled Asset Relief Pro- 
gram. 4 Under the Emergency Economic Stabilization Act of 2009, these companies 
are required to permit an annual advisory shareholder vote on executive compensa- 
tion. Consistent with the EESA, the Commission’s proposals would require public 
companies that are TARP recipients to provide a separate shareholder vote on exec- 
utive compensation in proxy solicitations during the period in which any obligation 
arising from financial assistance provided under the TARP remains outstanding. 
These proposals are intended to clarify what is necessary under the Commission’s 
proxy rules to comply with the EESA vote requirement and help to assure that 
TARP recipients provide useful information to shareholders about the nature of the 
required advisory vote on executive compensation. 

Conclusion 

As governance and compensation practices continue to evolve, the Commission 
will remain vigilant in seeking to assure that our disclosure rules provide investors 
with the information they need to make informed investment and voting decisions. 
We know that there also is a great deal of thought and work outside the agency 
regarding corporate governance and executive compensation best practices, and we 
stand ready to lend whatever assistance we can in those efforts. 

Thank you again for inviting me to appear before you today and for the Sub- 
committee’s support of the agency in its efforts at this critical time for the Nation’s 
investors. I would be happy to answer any questions you may have. 


PREPARED STATEMENT OF JOHN C. COATES IV 

John F. Cogan, Jr., Professor of Law and Economics, Harvard Law School 

July 29, 2009 

Introduction 

Chairman Reed, Ranking Member Bunning, and Members of the Subcommittee, 
I want to thank you for inviting me to testify. Effective corporate governance is a 
crucial foundation for economic growth, and I am honored to have been asked to 
participate. 

A. Are There Any General Lessons for Corporate Governance from the Fi- 
nancial Crisis? 

Some have described the ongoing financial crisis as reflecting poorly on U.S. cor- 
porate governance, as with the accounting scandals and stock market bubbles of the 
late 1990s and early 2000s that led to the Sarbanes-Oxley Act. Unlike those epi- 
sodes, however, the ongoing financial crisis has not exposed new and widespread 
problems with the basic governance of most U.S. publicly held corporations. Outside 
the financial and automotive sectors, most companies have suffered only as a result 
of the crisis, and did not contribute to or cause it. Stock prices have fallen across 
the board, but most price declines have more to do with the challenges facing the 
real economy, and the spillovers from the financial sector on companies in need of 
new capital, and little to do with any general problem with corporate governance. 
As a result, we have learned relatively little about many long-standing concerns and 
debates surrounding the governance of publicly held corporations — and there are 
few if any easy lessons that can be drawn from the crisis for corporate governance 
generally. 

I do not mean to minimize those concerns and debates, or suggest lawmakers 
should remain passive in the field of corporate governance. To the contrary, the cri- 
sis makes reform more important and urgent than ever, because well-governed com- 
panies recover and adapt more readily than poorly governed firms. But the best re- 
form path will need to attend to differences between governance across industries, 
and ways that corporate governance interacts with industry-based regulation — and 
in particular, financial industry regulation — if legal changes are not to make things 
worse, rather than better. Governance flaws at Citigroup differed dramatically from 
governance flaws at GM, and attempts to fix the problems at firms like GM through 
laws directed at all public companies could make things worse at firms like 
Citigroup. 


4 “Shareholder Approval of Executive Compensation of TARP Recipients,” Securities Exchange 
Act Release No. 34-60218 (July 1, 2009). 
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One important problem at financial firms was excessive risk-taking, stemming 
from a so-called “bonus culture” of compensation practices strongly linked to share 
prices. But the risks that financial firms took on were harmful for the Nation as 
a whole because the financial firms were so important (and complex) and existing 
resolution authority so weak and poorly designed that those financial firms could 
not generally be allowed to fail. As a result, in economic terms, financial firms’ com- 
pensation practices did not take into account the external effects on taxpayers in 
the event of insolvency. In effect, financial firms were allowed to gamble with tax- 
payer money. This would have been true even if managers of those firms had been 
perfect stewards of shareholder wealth. The suggestion of my colleagues Holger 
Spamann and Lucian Bebchuk (2009) — praised by the New York Times editors ear- 
lier this week — that financial firms be required to link compensation to returns on 
their bonds as well as their common stocks reflects this point. Shareholders are not 
the only important corporate constituency to consider in setting corporate govern- 
ance rules for banks. 

At most public companies, the diagnosis has not been the same. If anything, the 
conventional critique of the governance of nonfinancial companies is that boards and 
managers have tended (from the shareholder perspective) to be excessively resistant 
to change, and to have tied executive compensation too weakly with performance. 
When commentators attempt to link compensation at firms like AIG and claims 
about excessive executive compensation at public companies generally, they fail to 
acknowledge that most shareholders do not mind if executives make an enormous 
amount of money, as long as shareholders also gain. Efforts to increase shareholder 
power to encourage managers more strongly to pursue shareholder wealth could — 
at financial firms — undermine efforts by bank regulators to restrain risk-taking by 
those same firms. The most important practical lesson of the financial crisis is, then, 
this: whatever form general corporate governance reform takes, careful thought 
should be given to exempting — or at least allowing relevant financial regulatory au- 
thorities to exempt or override — financial firms from those reforms. 

B. Evidence on Policy Options 

Turning from the general lessons of the financial crisis to some of the specific gov- 
ernance reforms that have been discussed or proposed in the last few years, it is 
important to bear in mind that corporate governance is not rocket science — in fact, 
it is much more complicated than rocket science. Corporations are in their simplest 
sense large groups of people coordinating their activities for profit. Science has a 
hard enough task tracking inert matter moving through space; it has a harder time 
predicting the behavior of a single actual or typical human; and it has the hardest 
time of all attempting to describe or predict how large groups of people will act — 
if for no other reason than researchers cannot experiment on large groups of people 
in realistic settings. As a result, there are few consensus views among researchers 
about any nontrivial topic in corporate governance, and evidence tends to emerge 
slowly, is rarely uncontested, and is subject to constant (and often dramatic reevalu- 
ation). As a result, everything that you do in setting rules for corporate governance 
should keep the fragility of the evidence in mind: set rules that can be changed by 
delegating to regulatory agencies; direct those agencies to review and reassess their 
own rules regularly; and provide “opt outs” and “sunsets” to governance mandates 
that are expected to last indefinitely, as at many corporations. 

As one example, to my knowledge, there is no reliable large-scale empirical evi- 
dence — good or bad — on the effects of shareholder access to a company’s proxy state- 
ment, along the lines proposed by the SEC and mandated by S. 1074, H.R. 3269 
and H.R. 2861, because there has no been no significant observed variation in such 
a governance system within any modern developed economy. This does not mean 
that there is no information relevant to evaluating how such a system would operate 
in practice, or that there is no basis on which such a system could be recommended 
or adopted. Rather, the absence of observed variation means that there is no general 
body of data that is capable of revealing whether such a system would consistently 
have good or bad effects on shareholder welfare — and no such data will exist unless 
and until a large number of companies voluntarily adopt such a system or are re- 
quired to by law. That is generally true of many corporate governance proposals, 
and to require such data before adopting rule changes would effectively freeze laws 
governing corporate governance in place indefinitely, preventing further inquiry or 
development of evidence. 

Nonetheless, there are some corporate governance topics about which evidence is 
better than others. Here I set out what is necessarily an abbreviated summary of 
the evidence on three topics addressed in one or more bills pending in the current 
Congress, including the Shareholder Bill of Rights Act of 2009 (S. 1074): (a) “say- 
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on-pay,” (b) mandatory separation of the chairman and CEO positions, and (c) man- 
datory annual board elections. 

a. Say-on-Pay 

The proposed requirement that shareholders be given an advisory vote on execu- 
tive pay has the advantage that it is very similar to a requirement adopted in an- 
other jurisdiction (the United Kingdom (U.K.)) that has capital markets and laws 
that are otherwise similar to those applicable in the United States. 1 This fact en- 
ables a research approach that is otherwise unavailable: a before-and-after test of 
board and shareholder responses, compensation practices, stock market reactions 
and shareholder returns, and other items of interest surrounding the adoption of 
“say-on-pay” in the U.K.. Different researchers have conducted several investiga- 
tions of this kind and the results published at least informally. Those researchers 
report that “say-on-pay’s” adoption in the U.K.: 

• improved the link between executive pay and corporate performance (Ferri and 
Maber 2007); 

• led firms (both before and after relatively negative shareholder votes) to adopt 
better pay practices (id.); 

• led activist shareholders to target firms with weak pay-performance links and 
those with higher-than-expected executive compensation levels (id.; Alissa 
2009); 

• did not reduce or slow the overall increase in executive compensation levels 
(Ferri and Maber 2007; Gordon 2008). 

Together, these findings suggest that “say-on-pay” legislation would have a positive 
impact on corporate governance in the U.S. While the two legal contexts are not 
identical, there is no evidence in the existing literature to suggest that the dif- 
ferences would turn what would be a good idea in the U.K. into a bad one in the 
U.S. 

Researchers have also exploited the introduction of earlier “say-on-pay” legislation 
in the U.S. to examine stock price reactions to the prospect of such a governance 
reform. Consistent with the U.K. findings, they report that stock investors appear 
to have viewed the proposed legislation as good for firms with higher-than-typical 
executive compensation, firms with weak pay-performance links, and firms with 
weak corporate governance measured in various ways (Cai and Walkling 2009). 2 
They also report data showing that the market reacted positively at most sample 
firms to the proposed legislation. The same researchers also report that shareholder- 
sponsored efforts to introduce “say-on-pay” rules at individual firms — particularly 
when sponsored by unions with low stock holdings in the targeted firms — were not 
well-received by the stock market, in part because they were not directed at firms 
with higher-than-typical executive compensation or firms with weak pay-perform- 
ance links, but instead simply at companies that happen to be large. The research- 
ers suggest that their findings show that one-size-fits-all “say-on-pay” legislation 
may be harmful, but this implication does not in fact follow from their findings. If 
anything, the U.K. evidence summarized above suggests that general “say-on-pay” 
legislation will weaken the ability of special interest shareholder activists to exploit 
executive compensation as an issue, and will lower the costs of the broad run of 
shareholders to use their advisory votes on pay to target firms that are most in need 
of pressure to improve pay practices. 

b. Mandatory Separation of Chairman and CEO Positions 

In comparison to research on “say-on-pay” rules, the evidence on the proposal to 
mandate the separation of the chair and the CEO of public companies is more exten- 
sive and considerably more mixed. At least 34 separate studies of the differences 
in the performance of companies with split vs. unified chair/CEO positions have 
been conducted over the last 20 years, including two “meta-studies.” Dalton et al. 
(1998) (reviewing 31 studies of board leadership structure and finding “little evi- 
dence of systematic governance structure/financial performance relationships”) and 
Rhoades et al. (2001) (meta-analysis of 22 independent samples across 5,271 compa- 
nies indicates that independent leadership structure has a significant impact on per- 
formance, but this impact varies with context). The only clear lesson from these 


1 Say-on-Pay legislation has also been adopted in Australia, Norway, Sweden, and the Nether- 
lands. Deane (2007). 

2 The authors report that firms with the very weakest corporate governance ratings did not 
exhibit negative stock price reactions to steps toward to the passage of “say-on-pay” legislation, 
and plausibly suggest that this may be because such firms may not respond to advisory share- 
holder votes. 
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studies is that there has been no long-term trend or convergence on a split chair/ 
CEO structure, and that variation in board leadership structure has persisted for 
decades, even in the U.K., where a split chair/CEO structure is the norm. 

One study provides evidence consistent with one explanation of the overall lack 
of strong findings: optimal board structures may vary by firm size, with smaller 
firms benefiting from a unified chair/CEO position, with the clarity of leadership 
that structure provides, and larger firms benefiting from the extra monitoring that 
an independent chair may provide given the greater risk of “agency costs” at large 
companies. Palmon et al. (2002) (finding positive stock price reactions for small 
firms that switch from split to unified chair/CEO structure, and negative reactions 
for large firms). If valid, this explanation would suggest that it would be a good idea 
for any legislation on board leadership to (a) limit any mandate to the largest firms 
and (b) permit even those firms to “opt out” of the requirement through periodic 
shareholder votes (e.g., once every 5 years). 

c. Mandatory Annual Board Elections 

The evidence on the last legislative proposal I will address — mandatory annual 
board elections (i.e., a ban on staggered boards) — is thinner and at first glance more 
compelling than that on board leadership structure, but on close review is just as 
mixed. There have been at least two studies that focus on the specific relationship 
between annual board elections and firm value (Bebchuk and Cohen 2005; Faleye 
2007), and a number of other papers that include annual board elections in studying 
the relationship between broader governance indices and firm value more generally 
(e.g., Gompers et al., 2003; Cremers and Ferrell 2009). Most (but not all 3 ) conclude 
that annual board elections (either on their own or in combination with other gov- 
ernance practices) are associated with higher firm value, as measured by the ratio 
of firms’ stock prices to their book values. 4 The governance-valuation studies, how- 
ever, generally suffer from a well-known “endogeneity” problem — that is, it is dif- 
ficult (and given data limitations, sometimes impossible) to know whether annual 
elections improve firm value, or firm value determines whether a company chooses 
to hold annual elections. While there are statistical techniques that can address this 
issue, none of the studies to date have presented compelling evidence that annual 
elections lead to better performance, at least in the last 20 years, during which time 
public companies rarely switched from annual to staggered elections. Moreover, the 
longer a given study of this type has been available for others to attempt to rep- 
licate, the more fragile the findings have appeared to be, suggesting that the bot- 
tom-line conclusions of more recent studies may not hold up in the face of continued 
research. 

Evidence on annual elections is further complicated by the fact that companies 
that “go public” for the first time continue to adopt staggered board elections at high 
rates, as late as 2007. 5 Since the evidence regarding the purported ability of stag- 
gered boards to improve firm value has been known for some time, and since share- 
holders have the ability to adjust the prices they pay for newly issued IPO shares 
to reflect governance practices, the fact of continued adoption of staggered board 
elections prior to IPOs suggests that there may be a social advantage to permitting 
these structures, at least when adopted before a company goes public. Other re- 
searchers have made a similar point about “dual class” capital structures, which 
give low or no votes to public investors, while letting founders or their family mem- 
bers retain high vote stock. SEC rules and stock exchange listing standards have 
for a long time permitted such structures to be adopted in the U.S. only prior to 
a company going public, and not once a company has gone public. Such structures, 
as with staggered board elections, have long been thought to reduce firm value, 
measured by reference to public stock prices. Yet, as with staggered boards, some 
companies continue to adopt dual class structures — and some have done quite well 
by their shareholders (e.g., Google Inc. — still up over 300 percent since its IPO de- 
spite the recent market meltdown). 


3 Ahn, Goyal, and Shrestha (2009) {finding that annual board elections reduces pay-perform- 
ance sensitivity and investment efficiency in firms with low monitoring costs, while having the 
opposite effects on firms with high monitoring costs). 

4 Some suggest that the difference in firm value follows from the fact that annual board elec- 
tions make hostile takeovers easier. See Bebchuk, Cohen, and Ferrell 2009. See also Bebchuk, 
Coates, and Subramanian 2001 (finding that staggered board elections reduce hostile bid com- 
pletion rates, conditional on hostile bids being made). 

5 See data available at SharkRepellent.Net, which reported that despite general declines in 
takeover defenses at public companies in the 2000s, defenses at firms going public continued 
to increase, with almost %s of newly public companies adopting staggered boards. See also 
Coates 2001. 
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The best explanation offered by academic researchers to explain the continued use 
of dual class structures and staggered board elections is that they provide founders 
assurance of continued control, which they value more than the stock price of their 
companies might reflect. Such private value may arise because of particular attach- 
ments the founders have toward the companies they have helped build from scratch, 
or because they hope to pass control of their companies to their children, or because 
they have developed “firm-specific capital” that they would lose if the company were 
acquired (and which would be hard to value by outsiders). Some evidence has been 
developed consistent with these explanations ( see Coates 2004, reviewing prior re- 
search). This evidence is worth considering not only because dual class structures 
are analogous to staggered board elections — and interfere with hostile takeovers and 
shareholder voting rights even more than do staggered board elections — but also be- 
cause any to mandate annual board elections would also require a ban on dual class 
structures, or else it would simply push companies to adopt the more restrictive 
dual class structure in lieu of staggered boards. 

C. Recommendations 

My recommendations flow from my review of the implications of the financial cri- 
sis and my review of evidence above: 

First, any corporate governance reform that attempts to shift power from boards 
or managers to shareholders should either not include financial firms, or should in- 
clude a clear delegation of authority to financial regulators to exempt financial firms 
from these power shifts by regulation. Simply directing financial regulators to regu- 
late the same governance practices (as in H.R. 3269) may not suffice to prevent 
shareholder pressure from encouraging firms to craft ways around those regulations. 
It would be better more generally to moderate the pressure of shareholders on fi- 
nancial firms to maximize short-term profit at the potential expense of the financial 
system and taxpayers. 

Second, “say-on-pay” legislation is likely to be a good idea. By enabling share- 
holders across the board to provide feedback in the form of advisory votes to boards 
on executive compensation, such a requirement would be likely to increase board 
scrutiny on one element of corporate governance that has the greatest potential for 
improving incentives and firm performance in the long run. At the same time, it 
should be recognized that “say-on-pay” is not likely to achieve general distributive 
goals — wealthy CEOs will continue to earn outsize compensation, as long as their 
shareholders benefit. If the goal of Congress is to reduce wealth or income dispari- 
ties, “say-on-pay” is not the right mechanism, and executive compensation is only 
a relatively minor part of the picture. For that reason, efforts to use corporate gov- 
ernance practices — which after all only affect a subset of all U.S. companies, those 
that have dispersed shareholders — to force a linkage between CEO and employee 
pay seem to me misguided. It would be better to address pay disparities in tbe tax 
code. 

Third, while mandating a split between the chair and the CEO is not clearly a 
good idea for all public companies, it may well be a good idea for larger companies. 
Because shareholders of those same companies may find it difficult to initiate such 
a change, given the difficulties of collective action, a legislative change requiring a 
split leadership structure but permitting shareholder-approved opt outs may im- 
prove governance for many companies while imposing relatively minor costs on com- 
panies generally. Requiring that companies give shareholders a vote on such a 
choice episodically (e.g., every 5 years) would also be a way to help solve share- 
holders’ inevitable collective action problems without forcing a one-size-fits-all solu- 
tion on companies generally. 

Fourth, mandating that all public companies hold annual elections for all direc- 
tors is not clearly supported by evidence or theory. It perhaps bears mentioning that 
other important institutions (the SEC, the Fed, the Senate) permit staggered elec- 
tions for good reason, and that any rule mandating annual elections would ride 
roughshod over State law — in Massachusetts, for example, companies are required 
to have staggered board elections unless they affirmatively opt out of the require- 
ment. In prior writing, I have suggested it be left to the courts to review director 
conduct with a more skeptical eye at companies that adopted staggered boards prior 
to the development of the poison pill (Bebchuk, Coates, and Subramanian 2001), 
and I have also suggested elsewhere reasons to consider “re-opening” corporate gov- 
ernance practices put in place long ago (Coates 2004). Both approaches would be 
better than an across-the-board annual election mandate, which would be likely to 
lead new companies to adopt even more draconian governance practices without any 
clear net benefit. 

Finally, precisely because there is no good evidence on the potential effects of 
shareholder proxy access, it would seem to be the best course to move cautiously 
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in adopting rules permitting or requiring such access. For that reason, the most that 
would seem warranted for a hard-to-change statute to achieve is to mandate that 
the SEC adopt a rule providing for such access, and thereby to clarify the SEC’s 
authority to do so. Any shareholder access rule will need to address not only the 
length of the holding period and ownership threshold required to obtain such access, 
the ability of shareholders to aggregate holdings to obtain eligibility, rules for inde- 
pendence of nominees and shareholders using the rule, and the availability of the 
rule to those seeking control or influence of a company. Efforts to specify rules for 
such access at a greater level of detail will probably miss the mark, and be difficult 
to correct if experience shows that the access has either provided too much or too 
little access to accomplish the presumed goal of enhancing shareholder welfare. 
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Chairman Reed, Ranking Member Bunning, and Members of the Subcommittee: 
Good morning. I am Ann Yerger, Executive Director, of the Council of Institutional 
Investors (Council). I am pleased to appear before you today on behalf of the Coun- 
cil. 

My testimony includes a brief overview of the Council followed by a discussion of 
our views on the following issues that you informed me were the basis for this im- 
portant and timely hearing: 



51 


• What weaknesses has the financial crisis revealed about executive compensa- 
tion, board composition, proxy rules, or other corporate governance issues? 

• What key legislative and regulatory changes should be considered to ensure 
shareholders are adequately protected and appropriate incentives exist for opti- 
mal long-term performance at companies? 

• What information exists about the potential impact of various approaches to im- 
proving corporate governance regulation? 

The Council 

Founded in 1985 the Council is a nonpartisan, not-for-profit association of public, 
labor and corporate employee benefit funds with assets exceeding $3 trillion. 1 Today 
the organization is a leading advocate for improving corporate governance standards 
for U.S. companies and strengthening investor rights. 

Council members are responsible for investing and safeguarding assets used to 
fund retirement benefits of millions of participants and beneficiaries throughout the 
U.S. They have a significant commitment to the U.S. capital markets, with the aver- 
age Council member investing approximately 60 percent of its entire portfolio in 
U.S. stocks and bonds. 2 

They are also long-term, patient investors due to their investment horizons and 
their heavy commitment to passive investment strategies. Because these passive 
strategies restrict Council members from exercising the “Wall Street walk” and sell- 
ing their shares when they are dissatisfied, corporate governance issues are of great 
interest to our members. 

Council members have been deeply impacted by the financial crisis. As a result, 
they have a vested interest in ensuring that the gaps and shortcomings revealed by 
the financial crisis are repaired. 

What weaknesses has the financial crisis revealed about executive compensation, 
board composition, proxy rules, or other corporate governance issues? 

The Council believes the financial crisis has exposed some very significant weak- 
nesses in the regulation and oversight of the U.S. capital markets. Gaps in regula- 
tion, inadequate resources at existing regulators and failures of regulatory will were 
key contributors. But so were failures in the corporate boardroom. 

Council members, U.S. citizens, and investors around the globe, have paid the 
price for these failures. Not only have they suffered trillions of dollars in invest- 
ments losses, they have also lost confidence in the integrity of our markets and in 
the effectiveness of board oversight of corporate management. 

A comprehensive review and a meaningful restructuring of the U.S. financial reg- 
ulatory model are necessary steps toward restoring investor confidence in our mar- 
kets and protecting against a repeat of these failures. But regulatory reform alone 
is insufficient, because vigorous securities regulation on its own cannot solve many 
of the issues that led to the current crisis. The Council believes that many corporate 
governance failures contributed to this financial crisis. And as a result, the Council 
believes corporate governance improvements are a critical component of the nec- 
essary package of reforms. 

In some cases corporate boards failed shareowners. Some failed to adequately un- 
derstand, monitor and oversee enterprise risk. Some failed to include directors with 
the necessary blend of independence, competencies, and experiences to adequately 
oversee management and corporate strategy. And far too many corporate boards 
structured and approved executive compensation programs that motivated excessive 
risk taking and yielded outsized rewards — with little to no downside risk — for short- 
term results. 

Current rules and regulations also failed shareowners. Today, shareowners 
around the world — including in countries with far less developed capital markets 
than the U.S. — enjoy basic rights that shareowners of U.S. companies are denied. 
Rights such as requiring directors to be elected by majority vote, giving owners advi- 
sory votes on executive pay, and providing owners modest vehicles to access man- 
agement proxy cards to nominate directors are noticeably absent in much of cor- 
porate America. Their nonexistence weakens the ability of shareowners to oversee 
corporate directors — their elected representatives — and hold directors accountable. 

The U.S. has long been recognized as a leader when it comes to investor protec- 
tion, market transparency, and oversight. But the U.S. has fallen short when it 
comes to corporate governance issues. The Council believes that corporate govern- 


1 See Attachment 1. 

2 Council of Institutional Investors, Asset Allocation Survey 2008 at 2, http:/ / www.cii.org / 
UserFil-es / file / resource%20center / publications / 2008%20Asset%20Allocation%20Survey.pdf 
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ance enhancements are a long overdue and essential component of the bold reforms 
required to restore confidence in the integrity of the U.S. capital markets. 

What key legislative and regulatory changes should be considered to ensure share- 
holders are adequately protected and appropriate incentives exist for optimal 
long-term performance at companies ? 

The Council believes a number of key corporate governance reforms are essential 
to providing meaningful investor oversight of management and boards and restoring 
investor confidence in our markets. Such measures would address many of the prob- 
lems that led to the current crisis, and more importantly, empower shareowners to 
anticipate and address unforeseen future risks. These measures, rather than facili- 
tating investors seeking short-term gains, are consistent with enhancing long-term 
shareowner value. 

More specifically, the governance improvements that the Council believes would 
have the greatest impact and, therefore, should be contained in any financial mar- 
kets regulatory reform legislation include: 

• Majority Voting for Directors: Directors in uncontested elections should be elect- 
ed by a majority of the votes cast. 

• Shareowner Access to the Proxy: A long-term investor or group of long-term in- 
vestors should have access to management proxy materials to nominate direc- 
tors. 

• Executive Compensation Reforms: Recommended reforms include advisory 
shareowner vote on executive pay, independent compensation advisers, stronger 
clawback provisions and enhanced disclosure requirements. 

• Independent Board Chair: Corporate boards should be chaired by an inde- 
pendent director. 3 

Majority Voting for Directors 

Directors are the cornerstone of the U.S. corporate governance model. And while 
the primary powers of shareowners — aside from buying and selling their shares — 
are to elect and remove directors, U.S. shareowners have few tools to exercise these 
critical and most basic rights. 

The Council believes the accountability of directors at most U.S. companies is 
weakened by the fact that shareowners do not have a meaningful vote in director 
elections. Under most State laws the default standard for uncontested director elec- 
tions is a plurality vote, which means that a director is elected in an uncontested 
situation even if a majority of the shares are withheld from the nominee. 

The Council has long believed that a plurality standard for the election of direc- 
tors is inherently unfair and undemocratic and that a majority vote standard is the 
appropriate one. The concept of majority voting is difficult to contest — especially in 
this country. And today majority voting is endorsed by all types of governance ex- 
perts, including law firms advising companies and corporate boards. 

Majority voting makes directors more accountable to shareowners by giving mean- 
ing to the vote for directors and eliminating the current “rubber stamp” process. The 
benefits of this change are many: it democratizes the corporate electoral process; it 
puts real voting power in hands of investors; and it results in minimal disruption 
to corporate affairs — it simply makes board’s representative of shareowners. 

The corporate law community has taken some small steps toward majority voting. 
In 2006 the ABA Committee on Corporate Laws approved amendments to the Model 
Business Corporation Act to accommodate majority voting for directors, and law- 
makers in Delaware, where most U.S. companies are incorporated, amended the 
State’s corporation law to facilitate majority voting in director elections. But in both 
cases they stopped short of switching the default standard from plurality to major- 
ity. 

Since 2006 some companies have volunteered to adopt majority voting standards, 
but in many cases they have only done so when pressured by shareowners forced 
to spend tremendous amounts of time and money on company-by-company cam- 
paigns to advance majority voting. 

To date, larger companies have been receptive to adopting majority voting stand- 
ards. Plurality voting is the standard at less than a third of the companies in the 
S&P 500. However, plurality voting is still very common among the smaller compa- 
nies included in the Russell 1000 and 3000 indices. Over half (54.5 percent) of the 
companies in the Russell 1000, and nearly three-quarters (74.9 percent) of the com- 
panies in the Russell 3000, still use a straight plurality voting standard for director 


3 See Attachments 2 and 3. 
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elections. 4 Statistics are not available for the thousands of additional companies not 
included in these indices; however, the Council believes most do not have majority 
voting standards. 

Plurality voting is a fundamental flaw in the U.S. corporate governance system. 
It is time to move the default standard to majority voting. Given the failure by the 
States, particularly Delaware, to take the lead on this reform, the Council believes 
the time has come for the U.S. Congress to legislate this important and very basic 
shareowner right. 

Shareowner Access to the Proxy 

Nearly 70 years have passed since the Securities and Exchange Commission 
(“SEC” or “Commission”) first considered whether shareowners should be able to in- 
clude director candidates on management’s proxy card. This reform, which has been 
studied and considered on and off for decades, is long overdue. Its adoption would 
be one of the most significant and important investor reforms by any regulatory or 
legislative body in decades. The Council applauds the SEC for its leadership on this 
important issue. 

The financial crisis highlighted a longstanding concern — some directors are not 
doing the jobs expected by their employers, the shareowners. Compounding the 
problem is the fact that in too many cases the director nomination process is flawed, 
largely due to limitations imposed by companies and the securities laws. 

Some boards are dominated by the CEO, who plays the key role in selecting and 
nominating directors. All-independent nominating committees ostensibly address 
this concern, but problems persist. Some companies don’t have nominating commit- 
tees, others won’t accept shareowner nominations for directors, and Council mem- 
bers’ sense is that shareowner-suggested candidates — whether or not submitted to 
all-independent nominating committees — are rarely given serious consideration. 

Shareowners can now only ensure that their candidates get full consideration by 
launching an expensive and complicated proxy fight — an unworkable alternative for 
most investors, particularly fiduciaries who must determine whether the very sig- 
nificant costs of a proxy contest are in the best interests of plan participants and 
beneficiaries. While companies can freely tap company coffers to fund their cam- 
paigns for board-recommended candidates, shareowners must spend their own 
money to finance their efforts. And companies often erect various obstacles, includ- 
ing expensive litigation, to thwart investors running proxy fights for board seats. 

The Council believes reasonable access to company proxy cards for long-term 
shareowners would address some of these problems. We believe such access would 
substantially contribute to the health of the U.S. corporate governance model and 
U.S. corporations by making boards more responsive to shareowners, more thought- 
ful about whom they nominate to serve as directors and more vigilant about their 
oversight responsibilities. 

As such, Council members approved the following policy endorsing shareowner ac- 
cess to the proxy: 

Companies should provide access to management proxy materials for a 
long-term investor or group of long-term investors owning in aggregate at 
least three percent of a company’s voting stock, to nominate less than a ma- 
jority of the directors. Eligible investors must have owned the stock for at 
least 2 years. Company proxy materials and related mailings should pro- 
vide equal space and equal treatment of nominations by qualifying inves- 
tors. 

To allow for informed voting decisions, it is essential that investors have 
full and accurate information about access mechanism users and their di- 
rector nominees. Therefore, shareowners nominating director candidates 
under an access mechanism should adhere to the same SEC rules governing 
disclosure requirements and prohibitions on false and misleading state- 
ments that currently apply to proxy contests for board seats. 5 

The Council is in the process of submitting a comment letter to the SEC on the 
Commission’s outstanding proposal, Facilitating Shareholder Director Nomina- 
tions. 6 While we have some suggested enhancements, the Council by and large is 


4 Annalisa Barrett and Beth Young, "Majority Voting for Director Elections”, Directorship 1 
(Dec. 16, 2008), http:l Iwww. directorship. com /contentmgr/showdetails.php/ id 133732/ page /l. 

5 See Attachment 2, §3.2 Access to Proxy. 

6 74 Fed. Reg. 29,024 (proposed June 18, 2009), http: II www.sec.gov / rules / proposed / 2009 / 33- 
9046.pdf. 
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very supportive of the proposal. We firmly believe that a Federal approach is far 
superior to a State-by-State system. 

The Council believes Congress should support the SEC’s efforts by affirming the 
Commission’s authority to promulgate rules allowing shareowners to place their 
nominees for director on management’s card. The Council believes the SEC has the 
authority to approve an access standard. However others disagree, and the Commis- 
sion is likely to face unnecessary, costly and time-consuming litigation in response 
to a Commission-approved access mechanism. To ensure that owners of U.S. compa- 
nies face no needless delays over the effective date of this critical reform, the Coun- 
cil recommends Congressional affirmation of the SEC’s authority. 

Of note, the Council believes access to the proxy complements majority voting for 
directors. Majority voting is a tool for shareowners to remove directors. Access is 
a tool for shareowners to elect directors. 

Executive Compensation Reforms 

As long-term investors with a significant stake in the U.S. capital markets, Coun- 
cil members have a vested interest in ensuring that U.S. companies attract, retain, 
and motivate the highest performing employees and executives. They are supportive 
of paying top executives well for superior performance. 

However, the financial crisis has offered yet more examples of how investors are 
harmed when poorly structured executive pay packages waste shareowners’ money, 
excessively dilute their ownership in portfolio companies, and create inappropriate 
incentives that reward poor performance or even damage a company’s long-term 
performance. Inappropriate pay packages may also suggest a failure in the board- 
room, since it is the job of the board of directors and the compensation committee 
to ensure that executive compensation programs are effective, reasonable, and ra- 
tional with respect to critical factors such as company performance and industry 
considerations. 

The Council believes executive compensation issues are best addressed by requir- 
ing companies to provide full, plain English disclosure of key quantitative and quali- 
tative elements of executive pay, by ensuring that corporate boards can be held ac- 
countable for their executive pay decisions through majority voting and access mech- 
anisms, by giving shareowners meaningful oversight of executive pay via nonbinding 
votes on compensation and by requiring disgorgement of ill-gotten gains pocketed 
by executives. 

• Advisory Vote on Compensation: The Council believes an annual, advisory 
shareowner vote on executive compensation would efficiently and effectively 
provide boards with useful information about whether investors view the com- 
pany’s compensation practices to be in shareowners’ best interests. Nonbinding 
shareowner votes on pay would serve as a direct referendum on the decisions 
of the compensation committee and would offer a more targeted way to signal 
shareowner discontent than withholding votes from committee members. They 
might also induce compensation committees to be more careful about doling out 
rich rewards, to avoid the embarrassment of shareowner rejection at the ballot 
box. In addition, compensation committees looking to actively rein in executive 
compensation could use the results of advisory shareowner votes to stand up to 
excessively demanding officers or compensation consultants. Of note, to ensure 
meaningful voting results, Federal legislation should mandate that annual advi- 
sory votes on compensation are a “nonroutine” matter for purposes of New York 
Stock Exchange Rule 452. 

• Independent Compensation Advisers: Compensation consultants play a key role 
in the pay-setting process. The advice provided by these consultants may be bi- 
ased as a result of conflicts of interesf. Most firms that provide compensation 
consulting services also provide other kinds of services, such as benefits admin- 
istration, human resources consulting, and actuarial services. Conflicts of inter- 
est contribute to a ratcheting up effect for executive pay and should thus be 
minimized and disclosed. 

• Stronger Clawback Provisions: The Council believes a tough clawback policy is 
an essential element of a meaningful “pay for performance” philosophy. If ex- 
ecutives are rewarded for “hitting their numbers” — and it turns out that they 
failed to do so — they should not profit. While Section 304 of the Sarbanes-Oxley 
Act gave additional authority to the SEC to recoup bonuses or other incentive- 
based compensation in certain circumstances, some observers have suggested 
this language is too narrow and perhaps unworkable. The Council does not ad- 
vocate a reopening of the Sarbanes-Oxley Act, but it does recommend that Con- 
gress consider ways to cover cases where performance-based compensation may 
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be “unearned” in retrospect but not meet the high standard of “resulting from 
misconduct” required by Section 304. 

• Enhanced Disclosures: Of primary concern to the Council is full and clear disclo- 
sure of executive pay. As U.S. Supreme Court Justice Louis Brandeis noted, 
“sunlight is the best disinfectant.” Transparency of executive pay enables 
shareowners to evaluate the performance of the compensation committee and 
board in setting executive pay, to assess pay-for-performance links and to opti- 
mize their role of overseeing executive compensation through such means as 
proxy voting. The Council is very supportive of the SEC’s continued efforts to 
enhance the disclosure of executive compensation, including its recent proposal 
to require disclosures about (1) how overall pay policies create incentives that 
can affect the company’s risk and management of risk; (2) the grant date fair 
value of equity-based awards; and (3) remuneration to executive/director com- 
pensation consultants. We believe the disclosure regime in the U.S. would be 
substantially improved if companies would have to disclose the quantitative 
measures used to determine incentive pay. Such disclosure — which could be pro- 
vided at the time the measures are established or at a future date, such as 
when the performance related to the award is measured — would eliminate a 
major impediment to the market’s ability to analyze and understand executive 
compensation programs and to appropriately respond. 

As indicated earlier in my testimony, the Council believes that a federally im- 
posed standard for majority voting for directors and a SEC-approved access mecha- 
nism will be two of the most powerful tools for addressing executive pay excesses 
and abuses. Their absence in the U.S. corporate governance model effectively insu- 
lates directors from meaningful shareowner oversight. We believe enhancing direc- 
tor accountability via both mechanisms would help rein in excessive or poorly struc- 
tured executive pay packages. 

Independent Board Chair 

The issue of whether the chair and CEO roles should be separated has long been 
debated in the U.S., where the roles are combined at most publicly traded compa- 
nies. Interest in the issue renewed in recent years in the wake of Enron and other 
corporate scandals and, most recently, in response to the financial crisis. 

The U.S. approach to the issue differs from other countries, particularly the U.K. 
and other European countries which have comply-or-disclose requirements regarding 
the separation of the roles and/or recommend it via nationally recognized best prac- 
tices. According to the Millstein Center for Corporate Governance and Performance 
at the Yale School of Management: 

Up until the early 2000s, the percentage of the S&P 500 companies with 
combined roles remained barely unchanged in the previous 15 years, at 80 
percent. Today, approximately 36 percent of S&P 500 companies have sepa- 
rate chairs and CEOs; this is up from 22 percent in 2002. However, only 
17 percent of S&P 1500 firms have chairs that can be qualified as inde- 
pendent and the incidence of independent chairs is concentrated on small 
and midcap firms. This is in sharp contrast to the landscape of other coun- 
tries. 7 

At the heart of the issue is whether the leadership of the board should differ from 
the leadership of the company. Clearly the roles are different, with management re- 
sponsible for running the company and the board charged with overseeing manage- 
ment. The chair of the board is responsible for, among other things, presiding over 
and setting agendas for board meetings. The most significant concern over com- 
bining the roles is that strong CEOs could exert a dominant influence on the board 
and the board’s agenda and thus weaken the board’s oversight of management. 

The Conference Board Commission on Public Trust and Private Enterprise dis- 
cussed the issue in its post-Enron corporate governance report. 8 The Commission 
suggested three approaches — including naming an independent chair — for ensuring 
the appropriate balance of power between board and CEO functions, and it rec- 
ommended that “each corporation give careful consideration, based on its particular 


7 “Chairing the Board: The Case for Independent Leadership in Corporate North America” 17 
(2009), http://millstein.som.yale.edu/2009%2003%2030%20Chairing%20The%20Board.pdf 
[hereinafter “Chairing”]. 

8 The Conference Board, Commission on Public Trust and Private Enterprise 19 (Jan. 9, 
2003), http: / / www.conference-hoard.org / pdf free / SR-03-04.pdf. 
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circumstances, to separating the offices of the Chairman and Chief Executive Offi- 
cer.” 9 

The Council believes separating the chair/CEO positions appropriately reflects the 
differences in the roles, provides a better balance of power between the CEO and 
the board — particularly when the CEO dominates the board, and facilitates strong, 
independent board leadership/functioning. 

What information exists about the potential impact of various approaches to improv- 
ing corporate governance regulation ? 

Empirical evidence from companies in the U.S. and countries around the globe 
support the reforms recommended by the Council. 

Majority Voting for Directors 

Majority voting for directors is not an alien concept. It is standard practice in the 
United Kingdom, France, Germany, and other European nations. And as discussed, 
it is also in place at some U.S. companies. The experiences in these countries and 
in the U.S. indicate that majority voting is not harmful to the markets and does 
not result in dramatic and frequent changes to corporate boards. 

Shareowner Access to the Proxy 

Shareowner access to the proxy is a common right in countries around the globe. 
According to Glass Lewis, the shareowners of companies in the following countries 
are provided an access mechanism (Country/Requirement): 

• Australia — Minimum of 5 percent 

• Canada — Minimum of 5 percent 

• China — Minimum of 1 percent 

• Finland — Minimum of 10 percent 

• Germany — Minimum of 5 percent of the issued share capital or shares rep- 
resenting at least €500,000 of the company’s share capital 

• India — Deposit of INR 500, refundable if the nominee is elected 

• Italy — Minimum of 2.5 percent of the company’s share capital 

• Russia — Minimum of 2 percent of the voting stock 

• South Africa — Minimum of 5 percent 

• United Kingdom — Minimum of 5 percent or at least 100 shareowners each with 
shares worth a minimum of £100 

In addition, a handful of U.S. companies — including Apria Healthcare and 
RiskMetrics — have voluntarily adopted access mechanisms. And Delaware recently 
revised its corporation code to allow corporate bylaws to require that a company’s 
proxy include shareowner nominees for director along with management candidates. 
The experiences in these countries and in the U.S. indicate that proxy access is not 
harmful to the markets. Indeed these mechanisms have rarely been used by owners 
in these markets — powerful evidence that the existence of the mechanism may en- 
hance board performance and board-shareowner communications. 

Advisory Vote on Compensation 

According to the CFA Institute Centre for Financial Market Integrity, the fol- 
lowing countries have some form of shareowner vote on executive compensation: 

• Australia 

• France 

• Germany (51 percent of companies researched provide such a vote) 

• India 

• Italy 

• Poland 

• Switzerland 

• Taiwan 

• United Kingdom 10 

Again, the experiences in these markets suggest that advisory votes on compensa- 
tion are not harmful to the markets. And the fact that few compensation schemes 


old. 

10 CFA Institute Centre for Financial Market Integrity, Shareowner Rights Across the Mar- 
kets: A Manual for Investors (2009), http://www.cfapubs.Org/doi/pdfll0.2469lccb.v2009.n2.l. 
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are voted down suggests that shareowners are careful stewards of their voting re- 
sponsibilities and that advisory votes do not require dramatic “rearview mirror” ad- 
justments to pay. 

Independent Board Chair 

Nonexecutive chairs are common in many countries outside the United States. 
Some 79 percent of companies in the United Kingdom’s FTSE 350 index report that 
they have independent chairs. 11 Splitting the role of chair and CEO is the norm 
also in Australia, Belgium, Brazil, Canada, Germany, the Netherlands, Singapore, 
and South Africa. 12 Again, the experiences in these markets suggest that inde- 
pendent board chairs are not harmful to the markets. 

Conclusion 

The Council is not the only group advocating corporate governance reforms. The 
Investors’ Working Group, an independent task force cosponsored by the Council 
and the CFA Institute Centre for Financial Market Integrity, issued July 15 a re- 
port recommending a set of reforms to put the U.S. financial regulatory system on 
sounder footing and make it more responsive to the needs of investors. 13 Noting 
that “investors need better tools to hold managers and directors accountable,” its 
recommendations include six corporate governance reforms: 

• In uncontested elections, directors should be elected by a majority of votes cast. 

• Shareowners should have the right to place director nominees on the company’s 
proxy. 

• Boards of directors should be encouraged to separate the role of chair and CEO 
or explain why they have adopted another method to assure independent lead- 
ership of the board. 

• Securities exchanges should adopt listing standards that require compensation 
advisers to corporate boards to be independent of management. 

• Companies should give shareowners an annual, advisory vote on executive com- 
pensation. 

• Federal clawback provisions on unearned executive pay should be strength- 
ened. 14 

The Administration, legislators, and regulators have also recognized the need for 
corporate governance enhancements. The Council commends the SEC for its bold ef- 
forts to date, and it applauds the Obama administration and leaders on Capitol Hill 
for evaluating corporate governance issues and, in some cases, proposing formal re- 
forms. Many of these proposals would address the key governance shortfalls identi- 
fied by the Council. 

Thank you, Mr. Chairman for inviting me to participate at this hearing. I look 
forward to the opportunity to respond to any questions. 

Attachments 

1. Council of Institutional Investors (Council) General Members 

2. Council Corporate Governance Policies 

3. Council Corporate Governance Reform Advocacy Letter (December 2008) 

4. U.S. Financial Regulatory Reform: The Investors’ Perspective, a Report by the In- 
vestors’ Working Group 


11 Chairing, supra note 7, at 17. 

12/d. 

13 See Attachment 4. 

14 Id. at 22-23. 
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Council of Institutional Investors 
General Members 
l.ast Updated: July 2009 


AFL-CIO Pension Plan 
AFSCME 

Agilent Technologies Benefit Plans 

Alameda County Employees' Retirement Association 

American Federation of Teachers Pension Plan 

Arkansas Public Employees Retirement System 

HP America Master Trust for Employee Pension Plaas 

Bricklayers & Trowel Tratlcs International Pension Fund 

Building Trades United Pension Trust Fund Milwaukee and Vicinity 

California Public Employees' Retirement System 

California Stale Teachers' Retirement System 

Campbells Soup Company Retirement &. Pension Plans 

Casey Family Programs 

Central l aborers’ Pension Fund 

Central Pension Fund of the Operating Engineers 

CERES Inc. Defined Contribution Retirement Plan & Tax Deferred Annuity 

Chevron Master Pension Trust 

Coca-Cola Retirement Plan 

Colgate-Palmolive Employees' Retirement Income Plan 

Colorado Fire & Police Pension Association 

Communications Workers of America Pension Fund 

Connecticut Retirement Plans and Trust Funds 

Contra Costa County Employees' Retirement Association 

CWA'TTU Negotiated Pension Plan 

Delaware Public Employees' Retirement System 

Detroit General Retirement System 

District of Columbia Retirement Board 

Eastern Illinois University Foundation 

EMC Corporation 

Employees' Retirement Fund of the City of Dallas 

Evangelical Lutheran Chureh in America Board of Pensions 

Fairfax County Educational Employees' Supplementary Retirement System 

FedEx Corporation 

Florida State Board of Administration 

Gap Inc. 

General Mills, Inc Retirement Plan 


’(icneml membership m the Council is open to urn’ cm ploycc benefit plan, stale or local agency officially 
charged w itii (he im esiment of plan assets, or non-profit endow mettl funds and non-prolil foundalims. 
General Members participate in all meetings and seminars sponsored by the Council and arc the only solmg 
members of the Council AnmulduesarcSI.JOperSI million ill fund assets, but no less Ihan SJ.000 and 
no mote than $.10,000 
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Hartford Municipal Employees Reiiremem Fund 
Hewlett-Packard Company Pension Plan 
Houston Firefighters’ Relief & Retirement Fund 
HSBC 

I.A.M. National Pension Fund 
Idaho Public Employee Retirement System 
Illinois State Board of Investment 
Illinois Teachers' Retirement System 

International Brotherhood of Electrical Workers' Pension Benefit Fund 

International Union, UAW- Staff Retirement Income Plan 

low a Municipal Fire & Police Retirement System 

Iowa Public Employees’ Retirement System 

IUE-CWA Pension Fund 

Jacksonville Police and Fire Pension Fund 

Johnson & Johnson General Pension Trust 

Kern County Employees' Retirement Association 

KeyCorp Cash Balance Pension Plan 

Laborers National Pension Fund 

LIUNA Staff and Affiliates Pension Fund 

Los Angeles City Employees' Retirement System 

Los Angeles County Employees Retirement Association 

Los Angeles Fire and Police Pension System 

Los Angeles Water and Power Employees' Retirement Plan 

Lucent Technologies Pension Plan 

Maine Public Employees Retirement System 

Marin County Employees' Retirement Association 

Massachusetts Bay Transportation Authority Retirement Fund 

Massachusetts Pension Reserves Investment Management Board 

Microsoft Corporation Sav ings Plus 401(k) Plan 

Milwaukee Employees' Retirement System 

Minnesota State Board of Investment 

Missouri Public School & Public Education Employee Retirement Systems 
Missouri State Employees' Retirement System 
Montgomery County Employees’ Retirement System 
Municipal Employees Retirement System of Michigan 
Nathan Cummings Foundation 

National Education Association Employee Retirement Plan 

Navy-Marine Corps Relief Society 

New Hampshire Retirement System 

New Jersey Division of Investment 

New York City Employees’ Retirement System 

New York City Pension Funds 

New York City Teachers' Retirement System 

New York Stale and Local Retirement System 

New York Slate Teachers' Retirement System 

North Carolina Retirement Systems 

Ohio Police & Fire Pension Fund 

Ohio Public Employees Retirement System 

Orange County Employees Retirement System 
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Oregon Public Employees' Retirement System 

Pennsylvania Public School Employees’ Retirement System 

Pennsylvania State Employees' Retirement System 

Pfizer Retirement Annuity Plan 

Pitney Bowes Pension Plan 

Plumbers & Pipefitters National Pension Fund 

Prudential Employee Savings Plan 

Public Employees’ Retirement Association of Colorado 

Sacramento County Employees' Retirement System 

San Diego City Employees' Retirement System 

San Francisco City and County Employ ees' Retirement System 

Santa Barbara County Employees' Retirement System 

Sara Lee Corporation Salaried Pension Plan 

Schering-Plough Employees' Savings Plan 

School Employees Retirement System of Ohio 

Scaled Air Corporation Retirement Plans 

SEIU Pension Fund 

Sheet Metal Workers' Local 19 Pension Plan 
Sheet Metal Workers' National Pension Fund 
Sonoma County Employees Retirement Association 
South Carolina Retirement Sy stem 
State of Wisconsin Inv estment Board 
State Retirement and Pension System of Maryland 
State Teachers' Retirement System of Ohio 
State Universities Retirement System 
Sunoco, Inc. 

Target Corporate Pension Plun 
Teamster Affiliates Pension Plan 
Texas Municipal Retirement System 
Texas Teacher Retirement System 
Union Labor Life Insurance Co, 

UNITE HERE Laundry & Dry Cleaning Workers Pension Fund 
UNITE HERE National Retirement Fund 

United Brotherhood Carpenters, Local Unions & Councils Pension Fund 

United Food and Commercial Workers International Union StalTTrust Fund 

United States Steel and Camegie Pension Fund 

UnitedHealth Group Incorporated Retirement Plans 

Vermont Pension Investment Committee 

Washington State Inv estment Board 

West Virginia Investment Management Board 

W orld Bank Staff Retirement Plan 
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I he Council of Institutional Investors 
Corporate Governance Policies 


CONTENTS: 

1. Introduction 

2. Tlic Hoard nf Directors 

3. Shareowner \ oline Rights 

4. Shareowner Meetings 

5. Fveculisc ( ompensatinn 

6. Director t nnwcovation 

7. Independent Diretior Definition 


I. Introduction 


1.1 Nature and Purpose of the Council's Corporate Governance Policies 

1.2 Federal and Slate Law Compliance 

I J Disclosed Governance Policies and Ethics Code 

1.4 Accountability to Shareowners 

1.5 Shareowner Participation 

LA Business Practices and Corporate Citizenship 

1.7 Governance Practices at Public and Private C ompanies 

1.8 Rrincorpuration 


1.1 Nature and Purpose of the C ouncil’s Corporate Governance Policies Council policies are 
designed to provide guidelines dial ihc Council has found to be appropriate in most situations. 
They bind neither members nor corporations 

1.2 Federal and State Law Compliance The Council expects that corporations will comply with all 
applicable federal and slate Ians and regulations and stock exchange listing standards 

I J Disclosed Governance Policies and Fellies Coelc: The Counctl believes even company should 
have written, disclosed governance procedures and policies, an ethics code dot applies to all 
employ ees and directors, and provisions foe its strict enforcement. The Council posts its corporate 
governance policies on its Web site t wwwcuorg i: it hopes corporate hoards will meet or exceed 
these standards and adopt similarly appropriate additional policies to best protect shareowners' 
interests. 
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1 .4 Accountabilitt la Skarcow nert Corporate governance structure* ami practice* should protect 
and enhance a company's accountability lo its sliarccmnerv and ensure that the) are treated 
equally . An action should not be taken if its purpose is to reduce accountabilitt to shareowners. 

1.5 Shareowner Participation Shareowners should hate meaningful ability to participate in the 
major fundamental decisions that affect corporate viability, and meaningful opportunities to 
suggest or nominate director candidates and lo suggest processes and criteria for director selection 
and evaluation. 

1 .6 Businest Pmcticev and Corporate Citlrrnvhip The Council believes companies should adhere to 
responsible business practices and practice good corporate citizenship Promotion, adoption and 
effective implementation of guidelines for the responsible conduct of business and business 
relationships are consistent with the fiduciary responsibility of protecting long-term investment 
interests 

1.7 Governance practices at Public and Private Companies Publicly traded companies, private 
companies and companies in the process of going public should practice good governance 
General members of venture capital buyout and other private equity funds should encourage 
companies in which they invest to adopt long-term corporate governance provisions that arc 
consistent with the Council's policies. 

I .8 Krincorporation U S. companies should nut rcmcorpocale to offshore locations where corporate 
governance structures are weaker, which reduces management accountability lo shareowners. 


2- flic Board of Directory 

2.1 Annual flection of Directors 
2-2 Director flection* 

2J Independent Board 

2.4 Independent Chair I end Director 

2.5 All-independent Board Committees 

2.6 Board Accountability lo Shareowner* 

2.7 Board Director Succcsvion Planning and Kvaluation 

2.8 CfO Succcsvion Planning 
2.6 “Continuing Director*” 

2.10 Board Size and Service 

2.1 1 Board Operation* 

2.12 Auditor Independence 

2.15 Charitable and Political Contribution* 


2.1 Annual flection of Director*: All directors should be elected annually. Boards should not be 
classified (staggered) 

2.2 Director flection*: To die extent permitted under state law. companies' charters and by laws 
should pros idc that directors in unconlcslcd elections are lo he elected by a majority of the votes 
cast. In contested elections, plurality voting should apply. An election is contested when there ate 
mote director candidates than there arc available board seals In addition, hoards should adopt a 
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policy asking all candidates for the boaid or (firectoev including incumbent directors and 
candidates nominated by shareowners, to lender conditional resignations in advance of any 
election, to take effect in the cs ciu that they fail to w in majority support in uncootcstcd elections. 
Should an incumbent director fail to achieve a majority of the votes cast in an unconteslcd election, 
the hoard should promptly determine whether to accept his or her resignation, if the board should 
decide not to accept the resignation, it should disclose that determination and the reasons for that 
action no less than 'hi days after the date of the election. Use policy should also pros idc dial an 
incumbent director who fails to tender such a resignation will not be renominated for another term 
after his or her current term expires. 

2.3 Independent Board At least two-thirds of the directors should be independent; their seat on the 
board should be their only non-tnvial professional familial or financial connection to the 
corporation, its chairman, CEO or any other executive officer The company should disclose 
information necessary for shareowners to determine whether directors qualify as independent. This 
information should include all of the company s financial or business relationships w ills and 
payments to directors and their families and all significant pas meins to companies, non-profits, 
foundations and other organizations where company directors serve as employees, officers or 
directors (sev Council Atfinitim of imlepcmiotl tSreclor. Smhm 1. Mow). 

2.4 Independent l hair Lead Director The board should be chaired by an independent director The 
CEO and chair roles should only be combined in x cry limited circumstances; in these sinutions, 
the board should provide a written statement in the proxy materials discussing why the combined 
role is in the best interests of shareowners, and it should name a lead independent director who 
should hasc approx al over information flow to the board, meeting agendas and meeting schedules 
to ensure a structure Out provides an appropriate balance belwecn the powers of the CEO and those 
of the independent directors. 

Other roles of the lead independent director should include chairing meetings of non-tnaiugcmcnl 
directors ami of independent directors, presiding oser board meetings m the absence of live chair, 
serving as the principle liaison between the independent directors and the chair and leading the 
board 1 director evaluation process. Given these additional responsibilities, the lead independent 
director should expect to devote a greater amount of tune to board service than the other directors 

2.5 All-Independent Board Committees Companies should have audit, nominating and 
compenvalion committees, and all members of these committees should be independent The board 
I not the CEO) should appoint the committee chairs and members. Committees should be able to 
select their own service providers Some regularly scheduled committee meetings should be held 
with only the committee members (and. if appropriate, the committee's independent consultants) 
present flic process by which committee members and chairs are selected should be disclosed to 
shareowners 

2.b Board Xccountubilitv In Shareowners 

2.6n Majority Shareowner Votes Boards should take actions recommended in sharcownci 
proposals that receive a majority of votes cast lot and against If shareowner approval is 
required for the action, the hoard should seek a binding vote on Ihe action al die next 
shareowner meeting. 

2.6b Interaction with Shareowners Directors should respond to communications from 

shareowners and should seek shareowner views an important governance, management 
and performance mallets To occomplisli this goal, all companies should establish board- 
slureowner communications policies. Such policies should disclose ibe ground rules by 
w hich directors w ill meet w ith shareowners. The policies should also include detailed 
contact information for at least one independent director (but preferably for die 
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independent hoard chair awl or the independent lead director awl the independent chain 
of Ihc audit, eompemation and nominating committed I. Companies should also establish 
mechanisms by which shareowners with mm-trivial concerns can communicate directly 
with all directors. Policies requiring that all director communication go through a member 
of the management team should he avoided unless they arc for record-keeping purposes. 

In such eases, procedures documenting receipt and delivers of Ihe request to the board and 
its response must he maintained and made available to shareowners upon request. 

Directors should have access to all communications. Boards should determine whether 
outside counsel should be present at meetings with shareowners to monitor compliance 
with disclosure rales. 

All directors should attend tile annual shareow ners' meetings and be available, when 
requested by the chair, to answer shareowner questions. During die annual general 
meeting shareowners should have Ihc nghl to ask questions, both orally and in writing 
Directors should provide answers or discuss the matters raised, regardless of whether the 
questions were submitted in advance. While reasonable time limits for questions are 
acceptable, ihe board should not ignore a question because it comes from a shareowner 
w ho holds a smaller number of shares or who has not held those shares for a certain length 
of time. 

2.7 Board'THrcetor Succession Planning and ('.valuation 

2.7a Board Succeuioa Planning Ihe board should implement and disclose a hoard 
succession plan that involves preparing for future board retirements, committee 
assignment rotations, committee chair nominations and overall implementation of the 
company 's long-term business plan Boards should establish clear procedures lo 
encourage and consider hoard nomination suggestions from long-term shareowners The 
board should respond positively to shareowner requests seeking to discuss incumbent and 
potential directors 

2.7b Board Diversity The Council supports a diverse board. The Council believes a diverse 
board has benefits dial can enhance corporate financial performance, particularly in 
today 's global market place Nominating committee charters, or equivalent, ought lo 
reflect that hoards should he diverse, including such considerations as background, 
experience, age, race, gender, ethnicity, and culture. 

2.7c I v aluallon of Directors: Boards should res lew their own performance periodically. 

That evaluation should include a review of the performance and qualificalions of any 
director who received "against’' votes from a significant number of shareowners or for 
w hom a significant number of shareow ners w ithheld votes. 

2.7d Board and Committee Meeting Attendance Absent compelling and slated reasons, 
directors who attend fewer than 75 percent of board and board-committee meetings for 
two consecutive years should not be renominated Companies should disclose individual 
director attendance figures fur board and committee meetings. Disclosure should 
distinguish betw een in-person and telephonic attendance Excused absences should not be 
categorized as attendance 

2.8 CEO Succession I’lanning The board should approsc and maintain a detailed CEO succession 
plan and publicly disclose the essential features. An integral facet of management succession 
planning involves collaboration belwecn the board ami die current chief executive to develop the 
nest generation of leaders from w ithin the company's ranks Boards therefore should ( 1 1 make 
sure that brood leadership development programs are in place generally: and ( 1 1 carefully identify 
multiple candidates for Ihe CEO role specifically , well before the position needs to be filled. 
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l.*) “Continuing Directors" Corporations should not adopt so-called "coiitmuiiig director" 

provisions (also known as “dead-hand" or “no-hand" pros isionv. which arc most commonly seen in 
connection with a potential change in control of the company I that allow hoard actions to he taken 
only by : III those continuing directors who were also in office when a specified event took place 
or (2) a combination of continuing directors plus new directors who ate approved by such 
continuing directors. 

2.10 Hoard Si/c and Service Absent compelling, unusual circumstances, a board should have no fewer 
titan fis c and no more than 1 5 members (not too small to maintain the needed expertise and 
independence, and not too large to function efficiently) Shareowners should he allowed to sole on 
any major change in hoard vi/c. 

Companiev should establish and publish guidelines specifying on how many other hoards their 
directors may serve. Absent unusual, specified circumstances, directors with full-time jobs should 
not serve on more than two other boards. Currently serving CEOs should not serve as a director of 
more than one other company, and then only if the CEO’s own company is in the top half of its 
peer group. No olivet director should sen e on more than five for-profit company boards. 

2.1 1 Hoard Operations 

2.lln Informed Directors Directors should receive training from independent sources on their 
fiduciary responsibilities and liabilities. Direclots have an affirmative obligation to 
become and remain independently familiar with company operations; lives should not rely 
exclusively an information provided to them by the CEO to do their jobs. Directors 
should he provided meaningful information in a timely manner prior to board meetings 
and should be allowed reasonable access to management to discuss board issues. 

2.1 lb Director Rights Regarding Board Agenda Any director should be allowed to place 
ilems on the board's agenda 

2.1 Ic Evocative Sessions: The indcpendcnl directors should hold regularly scheduled executive 
sessions without any of the management team or its stalT present 

2.12 Auditor Independence 

2.12a Audit Committee Responsibilities Regarding Outside Auditors five audit committee 
should have the responsibility to hire, oversee and. if neecssaiy. fire the company's 
outside auditor. 

2.12b Competitlv e Bids The audit committee should seek competitive bids for the external 
audit engagement at least cvcty five years. 

2.12c Non-audit Services A company's external auditor should not perform any non-audit 

sen xes for the company, except those, such ns attest sen ices, that are required by statute 
or regulation to be performed by a company's external auditor 

2-l2d Audit Committee Charters The proxy statement should include a copy of the audit 
committee charter and a statement by the audit committee that it has complied with the 
duties outlined ui the charter 

2.12c Liability of Outside Auditors: Companies should not agree to limit the liability of 
outside auditors. 
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2.l2f Shareowner Votes un the Board'* Choice of Outside Auditor Audit committee 

charters should pros tdc for animal sharcow tier votes on the board's choice of independent, 
cMcm.il auditor Such provisions should Kate that if the hoard's selection fails to achieve 
the support of a majority of the for-and-against v otes can. the audit committee should; ( I ) 
take the shareowners' views into consideration and reconsider its choice of auditor and (2) 
solicit the views of major shareowners to determine why broad levels of shareowner 
support woe not achieved. 

2.12m l>i«k»nre of Reavanv Rehind Auditor Clianmev The audit committee should puhlidy 
prov ide lo shareowners a pUin-Enghsh explanation of the reasons for a change in the 
company ’s external auditors. At a minimum, this disclosure should be contained in the 
some Securities and Exchange C ommission (SECT filing that companies arc required to 
submit within four days of an auditor change 

2. 1 3 Charitable and Pnlilieal Contributions 

2.1.1a Board Monitoring. Avvevsmrnt and Approval; The board of directors should monitor, 
assess and approve all charitable and political contributions I including trade association 
contributions) made by rise company The Surd should only approve contributions ilul 
arc consistent with the interests of the company and its shareowners The terms and 
conditions of such contributions should he dearly defined and approved by the board 

2.1Tb Disclosure The board should develop and disclose publicly its guidelines for approving 
charitable and political contributions. The board should disclose on an annual basis the 
amounts and recipients of all mooctaiy and non-monclary contributions mode by rise 
company dunng the prior fiscal year. Any expenditures earmarked for political nr 
charitable activities tlut were prov ided to or through a third-party should he included in 
the report 


.1. Shareowner Wiling Kiglitv 

3.1 Right to VoTe Is Imlolate 

3.2 Access to the Proxy 

3.3 One Share, One Vote 

3.4 Advance Notice, Holding Requirements and Other Provisions 

3.5 Confidential V oting 

3.6 V oting Requirements 

3.7 Broker V oles 

3.8 Bundled Voting 


3.1 Right lo Vole is Inviolate A shareowners' right to vote is inuolaic and should not lie abridged 

3.2 Access to the Proxy Companies should prov ide access to management proxy materials for a 
long-term investor or group of long-term investors owning in aggregate at least three percent of a 
company's voting stock, to nominate less than a majority of the directory Eligible investors must 
have owned the stock for at least two years. Company proxy materials and related mailings should 
prov ide equal space and equal treatment of nominatloas by qualifying investors 
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To allow for informed catmg decisions. it is essential that imcslors have lull and accurate 
information about access mechanism users and their director nominees. Therefore, shareowners 
nominating director candidates under an access mechanism should adhere to the same SEC rules 
governing disclosure requirements and prohibitions on false and misleading statements that 
ctmcntls apply to proxy contests for board seats. 

3J One Share. One tote Each share of common stock should Itasc one vote Corporations should 
not have classes of common stock with disparate toting rights. Authorized, unissued common 
shares that lusc voting rights to be set by the board should not be issued with unequal voting rights 
w ifhout shareowner approval, 

3.-I Advance Notice. Holding Requirements and t>lher Provisions Adv ance notice by law s, holding 
requirements, disclosure rules and any odicr company imposed regulations on the ability of 
shareowners to solicit proxies beyond those required by law should not be so onerous as to deny 
sufficient lime or othcrw ise make it impractical lor shareowners to submit nominations or 
proposals and distribute supporting proxy materials 

3.5 Confidential \ oting All proxy vmes should be confidential, with ballots counted by independent 
tabulators Conlidentialrly should be automatic, permanent and apply to all ballot items. Rules and 
practices concerning the casting, counting and verifying of shareowner votes should be clearly 
disclosed 

.'.6 Voting Requirements A majority vote of common shares outstanding should be sufficient to 
amend company bylaws or take other action that requires or receives a shareowner vote. 
Supermajority votes should mu be required A majority vote of common shares outstanding should 
be required to approve: 

• Major corporate decisions concerning the sale or pledge of corporate assets that would base a 
malenal effect on shareowner value. Such a transaction will automatically be deemed to have a 
material effect if the value of the assets exceeds in percent of the assets of the company and its 
subsidiaries on a consolidated basis; 

• The corporation's acquisition of fisc percent or more of its common shares at above-market 
prices other than by tender offer to all shareowners; 

• Poison pills; 

• Abridging or limiting the rights of common shares to: ( 1 1 vote on the election or removal of 
directors or tine timing or length of their term of office or (2) nomirule directors or propose 
other action to be voted on by shareowners or (3 ) call special meetings of shareowners or take 
action by written consent or change the procedure for fixing the record date fur such action: 
and 

• Issuing debt to a degree that would cxeessrscly leverage the company and imperil its long-term 
viability. 

3.7 Broker Votes Umnslructcd broker soles and abstentions should be counted only for purposes of a 
quorum 

3.* Bundled Voting Shareowners should be allowed to vote on unrelated issues separately 
Individual voting issues I particularly those amending a company ‘s charter I, bylaws or ami- 
takeover provisions should not be bundled. 
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4. Shareowner Meeting* 

4.1 Sc led ion and Notification of Meeting Time anil Location 

4.2 Shareowner Rights lo Call Special Meetings 
4J Record Dale and Ballot Item Dhclosorr 

4.4 Timely Disclosure of \ oting Results 

4.5 Election Polk 

4.6 Meeting Adjournment and Extension 

4.7 Electronic Meeting* 

4.8 Director Attendance 


4.1 Selection and Notification of Meeting Time and Location Corporations should make 
shareowners’ expense and convenience primary criteria when selecting the time and location of 
shareowner meetings. Appropriate notice of shareowner meetings, including notice concerning any 
change in meeting dote, time, place or shareowner action, should he given to shareowners in a 
manner and within time frames that w ill ensure that shareowners have a reasonable opportunity to 
exercise their franchise. 

4.2 Shareowner Rights lo Call Special Meetings Shareowners should have the right to call special 
meetings. 

4 J Record Date and Ballot Item Disclosure: To promote the ability of shareowners to make 

informed decisions regarding whether to recall loaned shares tl i shareowner meeting record dales 
should be disclosed as far in advance of the record dale as possible, and (2 1 proxy statements 
should be disclosed before the record date passes whenever possible. 

4.4 Timely Disclosure of Voting Results \ company should broadly and publicly disclose in a 
timely manner the final results of votes cast at annual and special meetings of shareowners The 
information should be available vu Web site announcement, pres release or 8*K filing as soon as 
results are tabulated and certified. With the exception of extenuating circumstances, ihis should he 
completed no later lhan one month after the meeting Whenev er possible, a preliminary vote tally 
should be announced at (he annual or special meeting of shareowners itself. 

4.5 Election Pulls Polls should remain open al shareowner meetings until all agenda items has e been 
discussed and shareowners have had an opportunity to ask and receive answers lo questions 
concerning them 

4.6 Meeting Adjournment and Extension Companies should not adjourn a meeting for (lie purpose 
of soliciting more votes to enable management lo prevail on a voting item A meeting should only 
he extended foe compelling reasons such as sole fraud, problems with the voting process or lack of 
■ quorum 

4.7 Electronic Meetings Companies should hold shareowner meetings by remote communication 
(so-called electronic or "cyber” meetings) only as a supplement to traditional in-person shareowner 
meetings, not as a substitute. 

4.8 Director Attendance As noted in Section 2. "The Board of Directors," all directors should attend 
the annual shareowners’ meeting and he available, when requested hy the chair, to respond directly 
lo oral or written questions from shareowners 
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5. rxccutivc (onuumatipn 

5.1 Introduction 

5.2 Advisory Shareowner \ otes on Executive Pay 
5J (iross-upv 

5.4 Shareowner Approval a( Equity -based ( umpt'Dvjtion Plans 
55 R»le of Compensation Committee 
5J> Salary 

5.7 Annual Incentive Compensation 
5.X Long-term Incentive Compensation 
5.7 Dilution 
5.1# Muck OpliiHi Awards 

5.11 Stock Awards! nitx 

5.12 Perquisites 

5.13 Employment Contracts Severance and ( hangc-of-coolroi Payments 

5.14 Retirement Arrangements 

5.15 Stock Ownership 


5.1 Introduction The Council behests that executive compensation u a cniic.il and visible aspect of a 
company's governance Pay dcciuuns arc one of the most direct ways for shareowners to assess 
die performance of the board. .And they have a bottom line effect, not just in terms of dollar 
amounts, but also by formalizing performance goals for employees, signaling the market and 
alTectmg employ ee morale 

The Council endorses reasonable, appropriately structured pay-for-prrformancc programs that 
reward executives for sustainable, superior performance ova the long-term, consistent with a 
company 's investment horiAm. "Long-temf is generally considered to be five or more years for 
mature companies and at least three yean for other companies While the Council believes that 
executives should he well paid for superior paformancc. it also believes that cxecuUses should not 
he excessively paid. It is the job of the board of directors and the compensation committee 
specifically to ensure that executive compensation programs are effective, tcasiuuble and rational 
w ith respect to critical factors such as company performance, industry considerations and 
compensation paid to other employees 

It is also the job of the compensation committee to ensure that elements of compensation packages 
arc appropriately structured to enhance the company's short- and long-term strategic goals and to 
retain and mixivate executives to achieve those strategic goals Compensation programs should not 
be dnsen by competitive surveys, which have become excessive and subject to abuse It is 
shareowners, not executives, whose money is at risk. 

Since executive compensation must be tailored to meet unique company needs and situations, 
compensation programs must alway s be structured on a company -by -company basis However, 
certain principles should apply to all companies. 

5.2 Ads isory Sharcow ner V oles on F.xccutiv e Pay All companies should pros ide annually for 
advisory shareowner voles on the compensation of venior executives 

5.1 (irosv-upv Senior executives should not receive gross-ups beyond those provided to all the 
company's employees. 
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S.4 Shareowner Approval «f Equity-based Compensation Plans Current listmg standards require 
shareowner approval of equity -based compensation plans and material amendments to plans (with 
limited exceptions). The Council strongly supports this concept and advocates that companies 
adopt conservative interpretations of approval requirements when confronted with choices. (For 
example, this may include material amendments to the plan.) 

$.5 Kole of C ompensation Committee The compensation committee is responsible for structuring 
executive pay and cv alluring exccutiv c performance within the context of the pay structure of the 
entire company, subject to approval of the hoard of directors. To best handle this role, 
compensation committees should adopt the following principles and practices. 

5.5a Committee Composition All members of the compensation committee should be 
independent. Committee membership should rotate periodically among the hoard's 
independent directors. Members should he or take responsibility to become 
knowledgeable about compensation and related issues. They should exercise due 
diligence and independent judgment in cam mg out their committee responsibilities. 

They should represent diverse backgrounds and professional experiences 

5.5b Fxecutive I’ay Philosophy The compensation philosophy slam Id he clearly disclosed to 
shareowners in annual proxy statements. In developing, approving and monitoring the 
executive pay philosophy , the compensation committee should consider the full range of 
pay components, including structure of programs, desired mix of cash and equity aw ards, 
goals for distribution of aw ards throughout the company, the relationship of executive pay 
to the pay of other employees, use of employ mem contracts and policy regarding dilution 

5.5c Oversight Hie compensation committee should vigorously oversee all aspects of 
executive compensation for a group composed of the CEO and other highly paid 
executives, as requited by law. and any other highly paid employees, including executives 
of subsidiaries, special purpose ermties and other affiliates, os determined by the 
compensation committee. The committee should ensure that the structure of employee 
compensation throughout the company is fair, non-discriminators and forward-looking, 
and that it motivates, recruits and retains a workforce capable of meeting the company's 
strategic objectives. To perform its oversight duties, the committee should approve, 
comply w ith and fully disclose a charter detailing its responsibilities. 

5.5d Pay for I’crFm-mancc: Compensation of the executive oversight group should he driven 
predominantly bv performance. The compensation committee should establish 
performance measures for executive compensation that are agreed to ahead of lime and 
publicly disclosed Performance measures applicable to all pcrformance-hised awards 
(including annual and long-term incentive compensation) should reward superior 
performance — based predominantly on measures that drise long-term value creation— at 
minimum reasonable cost Such measures should also reflect downside risk. The 
compensation committee should ensure that key performance metrics cannot be 
manipulated easily. 

5-Se Annual Approval and Review Each year. Use compensation committee should review 
performance of individuals in the oversight group and approv e any bonus, sev cranec. 
equity-based award or extraordinary payment made to them. The committee should 
understand all components of executive compensation and annually review total 
compensation potentially payable to the oversight group under all possible scenarios, 
including death- disability, retirement, voluntary termination, termination with and vviihout 
cause and changes of control. The committee should also ensure that the structure of pis 
at different levels (CEO and others in the oversight group, other executives and non- 
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executive employees) is fail and appropriate m the context of broader company policies 
and goals and fully justified and cvpbuncd 

5.5f Conunittre Accountability In addition to attending all annual and special shareowner 
meetings, committee members should be av tillable to respond directly to questions about 
cxccutis c compensation; Use chair of the committee should take the lead. In addition, the 
committee should regularly report on its activities to the independent directors of the 
board, vs ho should review and ratify committee decisions. Committee members should 
take an active role in preparing the compensation committee report contained in the 
annual proxy materials, and he responsible for the contents of that report. 

5.5b Outside Adv ice: The compensation committee should retain and fire outside experts, 
including consultants, legal advisers and any other advisers when it deems appropriate, 
including when negotiating contracts with executives. Indiv idual compensation advisers 
and their firms should he independent of the client company, its executiv es and directors 
and should report solely to the compensation committee. The compensation committee 
should develop and disclose a formal policy on compensation adviser independence In 
oddilion. the committee should annually disclose an assessment of its udv isers' 
independence, along with a description of the nature and dollar amounts of services 
commissioned from the advisers and their firms bv the client company's management. 
Companies should not agree to indemnify or limit the liability of compensation advisers or 
the adv isers' firms. 

5.5h Clawbacks: I he compensation committee should develop and disclose a policy for 

reviewing unearned bonus and incentive payments that were awarded to executive officers 
owing to fraud, financial results that require restatement or some other cause The policy 
should require recovery or cancellation of any unearned aw ards to die extent that it is 
feasible and practical to do so. 

5.51 Disclosure Practices The compensation committee is responsible for ensuring that all 
aspects of executive compensation are clearly, comprehensively and promptly disclosed, 
in plain English, in the annual proxy statement regardless of whether such disclosure is 
required by current rules and regulations The compensation committee should disclose 
all information necessary for shareowners to understand how and how much executives 
arc paid and how such pay fits w ithin the overall pay structure or the company It should 
provide annual proxy statement disclosure of the committee's compensation decisions 
with respect to salary, short-term incentive compensation, long-term incentive 
compensation and all other aspects of executive compensation, including the relative 
weights assigned to each component of total compensation. 

The compensation committee should commit to provide full descriptions of the qualitative 
and quantitative performance measures and benchmarks used to determine compensation, 
including the weightings of each measure At the beginning of a period, the compensation 
committee should calculate and disclose the maximum compensation payable if all 
performance-related targets are met. At tile end of the performance cycle, the 
compensation committee should disclose actual targets and details on final payouts. 
Companies should provide forward-looking disclosure of performance targets whenever 
possible. Other recommended disclosures relev ant to specific elements of executive 
compensation arc detailed below. 

5.5j Benchmarking Benchmarking at median or higher levels is a primary contributor to 

escalating executive compensation Although benchmarking can be a constructive tool for 
formulating executive compensation packages, it should not He relied on exclusively. If 
benchmarking is used, compensation committees should commit to annual disclosure of 
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the companies in peer groups used for benchmarking iml or other comparisons If the 
pea group used for compensation purposes differs from dial used to compare overall 
performance, such as the five-scar slock return graph required in the annual proxy 
materials, the compensation committee should describe the differences hens ten the groups 
and the rationale for choosing between them. In addition to disclosing names of 
companies used for benchmarking and comparisons, die compensation committee should 
disclose targets for each compensation element relative to the pea benchmarking group 
and year-to-year changes in companies composing peerlscnchmark groups. 


5.6 Salary 

$.6a Salary Level: Since salary is one of the feu components of executive compensation that 
is not "at risk." it should be set at n level dial yields the highest value for die company at 
least cost In general, salary should he set to reflect responsibilities, tenute and past 
performance, and to be tax efficient— meaning no more dun $1 milium. 

5.6b Abuse-median Salary : The compensation committee should publicly disclose its 
rationale for paying salaries .those the median of the peer group. 

5.7 .Annual Incentive Compensation ( ash incentive compensation plans should be structured to 
align executive interests with company goals and objectives, nicy should also reasonably reward 
superior pafomunce that meets or exceeds well-defined and clearly disclosed performance targets 
dial reinforce long-term strategic goals that were written and approved by the board in advance of 
the performance cycle, 

5.7a Formula Plans The compensation committee should approve formulaic bonus plans 
containing specific qualitative and quantitative performance-based operational measures 
designed to reward executives for superior performance related to 
operational strategic other goals set by die board. Such awards should be capped at a 
reasonable maximum level These caps should not be calculated as percentages of 
accounting or other financial measures (such as revenue, operating income or nel profit), 
since these figures may change dramatically due to mergers, acquisitions and other non- 
performance-related strategic or accounting decisions. 

5.7b Targets When veiling performance goals for -urge!" bonuses, die compensation 

committee should set performance levels below which no bonuses would be paid and 
abase which bonuses would be capped 

5.7c (hanging Targets: Except m extraordinary situations, the compensation committee 

should not “low er die bar" by changing performance targets m the middle of bonus cy cles 
If the committee decides that changes in performance targets are w arranted m die middle 
of a performance cycle, it should disclose the reasons for the change and derails of the 
initial targets and nd|uslcd targets. 

5.* Long-term Incentive Compensation: Long-term incentive compensation, generally in the form of 
equity -based awards, can be structured to achieve a variety of long-term objectives, including 
retaining executives, aligning executives’ financial interests with the intcresis of shareowners and 
rewarding the achievement of long-term specified strategic goals of the company and. or the 
superior performance of company stock. 

But poorly structured awards permit excessive or abusive pay that is detrimental to the company 
and to shareowners. To maximize effectiveness and efficiency . compensation committees should 
carefully evaluate die costs and benefiti of long-term incentiv e compensation, ensure that long- 
term compensation is appropriately structured and consider whether performance and incentive 
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objectives would be enhanced if awards woe distributed throughout the company . not simply to 
top executives 

tom panics may rdy on a myriad of long-term incentive vehicles to achieve a variety of long-term 
objectives, including performance-based restricted stock, units, phantom shares, stock units and 
stock options. While the technical underpinnings of king-term incentive awards may difTer, the 
follow ing principles and practices apply to all long-term incentive compensation awards And. as 
detailed below, certain policies arc relevant to specific types of long-term incentive awards. 

5.8a Sire of Awards: Compensation committees should set appropriate limits on the sire of 
long-term incentive awards granted to executives. So-called “mega-awards" or outsi/ed 
awards should be avoided, except in extraordinary circumstances, because they can be 
disproportionate to performance 

5.8b Vesting Requirements All long-term incentive awards should have meaningful 
performance periods and or cliff vesting requirements that are consistent with the 
company 's investment hon/oo but not less than three years, followed by pro rata vesting 
over at least two subsequent years for senior executives. 

5.8c (.rant Timing: Except in extraordinary circumstances, such as a permanent change in 
performance cycles, long-term incentive awards should be granted at the same time each 
year. Companies should not coordinate slock award grants with the tclense of material 
non-public information. The grants should occur whether recently puWici/ed information 
is positive or negative, and stock options should never he backdated, 

5.8(1 Hedging Compensation committees should prohibit executives and directors from 

hedging (by buy ing puts and selling calls or employ ing other ritk-imniim/ing techniques) 
equity -boned awards granted as long-term incentive compensation or other slock holdings 
in (lie company And they should strongly discourage other employees from hedging their 
holdings in company stock. 

5.8c I’hitosophy iSlntcgy: Compensation committees should have a well-articulated 

philosophy and strategy for long-term mccntivr compensation that is fully and clearly 
disclosed in the annual proxy statement. 

5.8f Award Specifics Compensation committees should disclose the size, distribution, vesting 
requirements, other performance criteria and grant timing of each type of long-term 
incentive aw ard granted to the executive oversight group Compensation committees also 
should explain how each component contributes to the company's long-term performance 
objectives. 

5.8g Ownership I argots Compensation committees should disclose whether and how long- 
term incentive compensation may be used to satisfy meaningful slock ownership 
requirements. Disclosure should include any posi-excrcisc holding periods or other 
requirements to ensure that long-term incentive compensation is used appropriately to 
meet ownership targets. 

5.8h Expiration Dates: Compensation plans should have expiration dates and not be 
structured as "evergreen." rolling plans. 

5.4 Dilution Dilution measures how much the additional issuance of stock may reduce existing 
shareowners’ stake in a company. Dilution is particularly relevant for long-term incentive 
compensation plans since these programs essentially issue stock at below -market prices to the 
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recipient*. The potential dilution represented by loop-term incentive compensation plan* is a direct 
cost to shareowners. 

Dilution from tang-term incentive compensation plan* may be evaluated using a variety nf 
technique* including the reduction in camingv per vlurc and voting power resulting from the 
increase in outstanding shares. 

5.9a I’hiliiMipliv 'Mulcts Compensation commitlces should dcsclop and disclose the 

philosophy regarding dilution including definition! s) of dilution, peer group comparisons 
and specific targets for annual awards and total potential dilution represented by equity 
compensation programs for the current year and expected for the subsequent four ycars. 

5.9b Stock Repurchase Programs. Slock buyback decisions arc a capital allocation decision 
and should not be driven solely for the putpose of minimizing dilution from equity-based 
compensation plans The compensation committee should provide information about 
stock repurchase programs and the extent to which such programs are used to minimize 
the dilution of equity-based compensation plans. 

5.9c T atiulur Disclosure The annual proxy statement should include a table detailing the 
overhang represented by unexercised option* and dure* available for award and a 
discussion of the impact of the a ward* an earning* per share 

5.10 Stuck Option Award* Stock oplion* give holder* the right, but not live obligation, to buy slock in 
the hiturc. Options may be structured in a v ariety of w avs. Some structures and policies arc 
preferable because they more effectively ensure that executives are compensated for superior 
performance Other structures and policies arc inappropriate and should be prohibited. 

5. 1 On Performance Options Slock options should be: ( 1 1 indexed to peer groups or (2) 

premium-priced and or (3| vest on achievement of specific performance targets that arc 
based on challenging quantitative goals 

5.10b Dividend equivalents: To ensure that executives arc neutral between dividends and 
stock price appreciation, dividend equivalent* should be granted w ith slock options, but 
distributed only upon exercise of die option 

5.10c Discount Options Discount options should mo be awarded 

5.IOd Reload Options: Reload options should be prohibited 

5.10c Option Repricing "Underwater" options should not be repriced or replaced (eillter with 
new options or other equity awards), unless approved by shareowners. Repricing 
programs, with shareowner approval, should exclude directors and executives, restart 
vesting periods and mandate valuc-for-valuc exchanges in which options arc exchanged 
for a number of equivalently valued options shares 

5.11 Stock Xwardv l nil* Slock awatilv unit* and similar equity-based vehicles generally grant 
holders stock based on the attainment of performance goals and or tenure requirements. These 
types of awards are more expensive to the company than options, since holders generally arc nol 
required to pay to receive the underlying stock, and therefore should be limited in size. 

Stock awards should be linked to the attainment of specified performance goals and in some eases 
to additional time-vesting requirements. Stock awards should not be payable hased solely on the 
attainment of tenure requirements. 
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5.12 Perquisites Company perquisites blur die line between personal and business expenses 

Executives, not companies. should be responsible fur paying personal expenses— particularly those 
that average employees routinely shoulder, such as family and personal travel, financial planning, 
club memberships and other dues. The compensation committee should ensure that any perquisites 
are worramed andhavea legitimate business purpose, and it should consider capping all perquisites 
at a dr minimi* lesel. Total perquisites should he described, disclosed and valued. 

5. IT Employ mi nt Contracts. Severance and ( hungc-of-coulrol Pay merit' Various arrangements 
may be negotiated to outline terms and conditions for employment and to provide special payments 
following certain events, such as a termination of employment with without cause and or a change 
m control, fhc Council believe* that these arrangements should he used on a limited basis. 

5.1. 'a Employ meat Contracts Companies should only provide employment contracts to 

executives in limited circumstances, such as to provide modest, short-term employment 
security to a new ly hired or recently promoted executive Such contracts should base a 
specified termination date (not to exceed three yean I, contracts should not be “rolling - on 
an open-ended basis. 

5.13b Severance Payments Escculiscs should not be entitled to severance payments in the 
event of termination for poor performance, resignation under pressure or failure to renew 
an employment contract Company payments awarded upon death or disability should be 
limited to compensation already canted or vested. 

5.13c Change-in-control Payments Any ptxnisions providing for compensation following a 
change-in-control event should he “double-triggered. - That is, such provisions should 
stipulate that compensation is payable only* 1 1 ) alter a control change actually takes place 
and (2) if a covered executive's job is terminated because of the control change 

5.13d Transparency : The compensation committee should fully and dearly describe the terms 
and conditions of employment contracts and any other agreements arrangements covering 
the executive oversight group and reasons why the compensation committee believes the 
agreements are in the best interests of shareowners. 

5.13c Timely DHclosurr: New executive employment contracts or amendments to cxivting 
contracts should be immediately disclosed in 8-K filings and promptly disclosed in 
subsequent 10-Os 

5.131 Shareowner Ratification Shareowners should ratify all employment contracts, side 
letters or other agreements providing for severance, change-tn-eontrol or other special 
payments to executives exceeding 299 times average annual salary plus annual bonus for 
the previous three years. 

5.14 Retirement Arrangements: Deferred compensation plans, supplemental executive retirement 
plans, retirement packages and other retirement arrangements for highly paid executives can result 
in hidden and excessive benefits. Special retirement arrangements including those structured to 
permit employ ees whose compensation exceeds Internal Revenue Serv ice (IRSl limits to fully 
participate in similar plans covering other employees— should be consistent with programs oficrcd 
to the general workforce, and they should he reasonable 

5.14a Supplemental Executive Rrtirenienl Plans (SERIN I Supplemental plans should be an 
extension of the retirement program covering other employees. They should not include 
special provisions that arc not oficrcd under plans covering other employees, such as 
above-market interest rates and excess sen ice credits Payments such us stock and stock 
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option*, annual long-term boemscs and other compensation not awarded to odicr 
employees amt t* not considered in the dctemnnation of retirement benefits payable to 
otltct employees should not he considered in calculating; benefits payable under SERPs. 

5.14b Deferred Compensation Plans Investment alternatives offered under deferred 

compensatton plans for executives sltould mirror those offered to employ ees in broad- 
based deferral plans Above-market returns should not be applied to executive deferrals, 
nor should executives receive ■sweeteners” for deferring cash payments into company 
stock. 

5.14c Post-retirement Exercise Periods: Executives should he limited to three-ycjr post- 
retirement exercise periods for stock option grants. 

5. 1 4d Retirement Benefits Executives should not he entitled to special pcrquisilcs—such as 
apartments, automobiles, use of corporate literal!, secunty . financial planning— and other 
benefits upon retirement Executives are highly compensated employees who should be 
more than able to cover the costs of their retirement 

5.15 Stock Ownership 

5.15a Ownership Requirements Executives and directors should own, after a reasonable 

period ol'limc. a meaningful position in the company’s common slock. Executives should 
be required to own stock —excluding unexcrciscd options and unvested stock awards— 
equal to o multiple of salary. The multiple should be scaled based on position, such as 
two times (salary for lower-level exccutis cv and up to six times salary for the CEO. 

5.15b Stuck Sales Executives should be required In sell stock through pee-announccd |0h5-l 
program sales or by pros iding a minimum 30-day adv ancc notice of any slock sales. 

I0b$-l program adoptions, amendments, terminations and transactions should be 
disclosed immediately, and boards of companies using I0b5-1 plans should: ( I ) adopt 
policies covering plan practices, (?) periodically monitor plan transactions and 0) ensure 
that company policies discuss plan use in the context of guidelines « requirements on 
exfuilv hedging, holding and ownership. 

5.l5e Post-retirement Moldings Executives should be required to continue to satisfy the 

minimum slock holding requirements for at least sax months alter leaving the company. 

5. 1 5d T runvparency Companies should disclose stock ownership requirements and whether 
any members of the executive oversight group arc not In compliance 


6. Director Compensation 

6.1 Introduction 

6.2 Role of the Compensation C ommittee In Director C ompensation 

6.3 Retainer 

6.4 Equity-based C ompensation 

6.5 Performance-based C ompensation 

6.6 Perquisites 

6.7 Repricing and Exchange Programs 
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6.8 Employ mint Contracts, Severance and ( hangc-of-contrnl Pay meat* 
6.4 Retirement Arrangements 
6.10 Disgorgement 


6.1 Introduction Given the vital importance of their revponuhililies, non-employee directors should 
expect to devote x-ijunficarit time to their boardroom duties 

Policy issues related to director compensation arc fundamentally different from executive 
compensation Director compensation policies should accomplish the following goals: ( I ) attract 
highly qualified candidates. 1 2 1 retain highly qualified directors, (3) align directors' interests with 
those of die long-term owners of the corporatism and (4) provide complete disclosure to 
shareowners regarding all components of director compensation including the philosophy behind 
die program and all forms of compensation. 

To accomplish these goals, director compensation should consist solely of a combination of cash 
retainer and equity -based compensation The cornerstone of director compensation programs 
should be alignment of interests through the attainment of significant equity holdings in ihc 
company meaningful to each individual director The Council believes that equity obtained with an 
individual's own capital pros ides the best alignment of interests with other shareowners However, 
compensation plans can provide supplemental means of obtaining long-term equity holdings 
through equity compensation, king-term holding requirements and ownership requirements. 

Companies should have flexibility within certain broad policy parameters to design and implement 
director compensation plans dial suit their unique circumstances To support this flexibility, 
investors must have complete and clear disclosure of both the philosophy behind the compensation 
plan as well as the actual compensation awarded under the plan. Without full disclosure, it is 
difficult to cam investin' confidence and support for director and executive compensation plans. 

Although non-emptoyee director compensation is generally immaterial to a company '» bottom line 
and small relative to executive pay. director compensation is on important piece of a company's 
governance Because director pay is set by the baud and has inherent conflicts of interest, care 
must he taken to ensure there ts no appearance of impropriety. Companies should pay particular 
attention to managing these conflicts. 

6.2 Bole of thr Compensation Committer in Director Compensation 11k compensation committee 
tor alternative committee comprised solely of independent dimtott) is responsible for structuring 
director pay . subject to approval of all the independent directors, so that it is aligned with the long- 
term interests of shareowners. Because directors set their own compensation, the follow ing 
practices should he emphasized: 


6.2a Total ( ompenvation Review : 11 k compensation committee should understand and value 
each component of director compensation and annually review total compensation 
potentially payable to each director. 

6.2b Outside Advice Committees should hove Ihc ability to hire a compensation consultant 
for assistance on director compensation plans In cases w here the compensation 
committee docs use a consultant, it should always retain an independent compensation 
consultant or other adv iscrs it deems appropriate to assist w ith the evaluation of the 
structure and value of director compensation. A summary of the pay consultant's advice 
should he prov ided in the annual proxy statement in plain English. The compensation 
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committee should disclose all instances where the consultant is also retained by the 
comimtiee to provide advice on executive compensation 

6.2c C ompensation Committee Report The annual director compensation disclosure 

included in the proxy materials should include a discussion of the philosophy for director 
pay and the processes for setting director pay Icscls. Reasons for changes in diiector pay 
programs should be explained in plain Fnglish. Peer group(s) used to compare director 
pay packages should he fully disclosed, along u ill) differences, if any , from the peer 
group si used for executive pay purposes. While peer analysis can he valuable, peer- 
relative justification should not dominate the rationale for (higher! pay lev els Rather, 
compensation programs should he appropriate for the circumstances of the company, The 
report should disclose how many committee meetings involved discussions of director 
P*> 

6.3 Retainer 

6.3a \niount of Annual Retainer [he annual retainer should he the sole form or cash 
compensation paid to non-employ ee directors. Ideally, it should reflect an amount 
appropriate for a director's expected duties, including attending meetings, preparing for 
meetings discussions and performing due diligence on sites operations (which should 
include routine commumcalton* with a broad group of employees! In same combination, 
tile retainer and the equity component also reflect the director's contribution from 
experience and leadership Retainer amounts may be differentiated to rccogm/c that 
certain non-employee directors— possibly including independent board chain, 
independent lead directors, committee chairs or members of certain committees— are 
expected to spend more lime on board duties than other directors 

6.3b Meeting Attendance Fees: Directors should not receive any meeting attendance fees 
since attending meetings is the most basic duty of a non-employee director, 

6.3c Director Attendance Policy : The board should have a clearly defined attendance policy 
If the committee imposes financial consequences (loss of a pinion of die retainer or 
equity I for missing meetings as part of the director compensation program, this should be 
fully disclosed. Financial consequences for poor attendance, while perhaps appropriate in 
some circumstances, should not be considered in lieu of examining ihc attendance record, 
commitment (time spent on director duties! and contribution in any review of director 
performance and in re-nomination decisions 

6.4 F.qulty -based Compensation Fquity -based compensation can be an important component of 
director compensation These tools arc perhaps best suited to instill optimal long-term perspective 
and alignment of interests w ith shareowners. To accomplish this objectiv e, director compensation 
should contain an ownership requirement or incentiv e and minimum holding period requirements. 

6.4a Vesting of Fquitv-buccd Awards To complement the annual retainer and align director- 
slur cow ncr interests, non-employee directors should receive Mock aw ards or stock-related 
aw ards such as phantom stock or share units. Fquity -based compensation to non- 
employee directors should he fully vested on the grant date. This point is a marked 
difference to ihc Council's policy on executive compensation, which calls for 
performance-based vesting of equity -hated awards While views on this topic are mixed, 
the Council believes that the benefits of immediate v esting outweigh the complications, 
11 k main benefits are the immedute alignment of interests w ith shareow ners and the 
fostering of independence and objectivity for the director 
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6.4h Ownership Requirements Ownership requirement.* should be it least three to five limes, 
annual compendium However, some qualified director candidates ma> not Have 
financial means to meet immediate ownership threshold* For this reason, companies ma) 
set either a minimum threshold for ow nership or offer an incentive to huild ownership. 

This concept should be an integral component of the committee's disclosure related to the 
philosophy of director pay, It is appropriate to provide a reasonable period of lime for 
directors to meet ownership requirements or guidelines. 

Me Holding Periods Separate from ow nership requirements, the Council believes 

companies should adopt holding requirements for a significant majority of cquhy-bosed 
grants Directors should be required to retain a significant portion ( such as SO percent I of 
equity grants until after they retire from the board. These policies should also prohibit rise 
use of any transactions or arrangements that mitigate the risk or benefit of ownership to 
the director Such transactions and arrangements inhibit the alignment of interests that 
equity compensation and ownership requirements provide. 

6.4d Mis of Cash and Kquity-bated Compensation Companies should have the flexibility 
to set and adjust the split between equity-based and cash compensation as appropriate for 
their circumstances. The rationale for the ratio used is an important element of disclosures 
related to the overall philosophy of director compensation and should be disclosed. 

6.4c Transparency The present value of equity awards paid to each director dunng the 

previous year and the philosophy and process used in determining director pay should be 
fully disclosed in the proxy statement. 

6.4f Shareowner Approval Current listing srandards require shareowner approval of equity- 
based compensation plans and material amendments to plans {with limited exceptions). 
Companies should adopt conservative interpretations of approval requirements when 
confronted w ith chorees. 

6.5 Performance-based Compensation While the Council is a strong adv ocate of performance- 
based concepts in executive compensation, we do nor support performance measures in director 
compensation Performance-based compensation for directors creates potential conflicts w ith the 
director's primary role at an independent representative of shareowners. 

6.6 Pcrqulsiicv Directors should not receive perquisites other than those that are meeting-related, 
such as air-fare, hotel accommodations and modes) travel accident insurance. Health, life and other 
forms of insurance: matching grants to chanties; financial planning: autrenobile allowances and 
other similar perquisites crass the line as benefits olTcred to employ ees. Charitable awards 
programs are an unnecessary benefit; directors interested in posthumous donations can do so on 
their own via estate planning. Infrequent token gifts of modest value are not considered 
perquisites. 

6.7 Repricing and exchange Programs: Under no circumstances should directors participate in or he 
eligible for repricing or exchange programs 

6.* employment Contracts. Severance and ( hunge-of-conlrol Payments Non-employee directors 
vhiKild not he eligible to receive any clunge-in-control payments or severance arrangements 

6.6 Retirement Arrangements 

6.9a Retirement Benefits; Since non-employ ee directors are elected representatives of 

shareowners and not company employees, they should not be offered retirement benefits, 
such os defined benefit plans or deferred stock awards, nor should they he entitled to 
special post-retirement perquisites 
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6.91* Deferred Compensation PUnv Directors may defer cash pay via a deterred 

compensation plan for directors. However, such investment alternatives offered under 
deferred compensation plans for directors should mime those offered to employees in 
broad-based deferral plane Non-employee directors should not receive "sweetener*'' for 
deferring cash payments into company stock. 

6.10 Disgorgement Directors should he required to repay compensation to the company in the event of 
malfeasance or a breach of fiduciary duly tmols mg the director 


7. ! 3 dt p em Un l Di i rrct'.ir Definiibi!i 

7.1 Introduction 

7.2 Basic Definition of an Independent Director 
7J Guidelines for Assessing Director Independence 


7.1 Inlroduction A narrowly drawn definition of an independent director (coupled with a policy 
specifying (hat at least luo-lhirds of hoard members and all members of the audit, compensation 
and nominating committees should meet this standard) is in the corporation's and shareowners' 
financial uucresi because 

• Independence Is critical to a properly functioning board. 

• Certain clearly definable relationships pose a threat to a director's unqualified independence; 

• The effect of a conflict of interest on an indis idual director is likely to be almosi impossible 
to detect either by shareowners or other board members; and 

• While an across-the-board application of an definition to a Urge number of people will 
inevitably miscatcgon/e a lew of them, this risk is sufficiently small and is far outweighed 
by the significant benefits. 

Independent directors do not invariably share a single set of qualities that arc not shared by non- 
independent directors. Consequently no clear rule can unerringly describe and distinguish 
independent directors Howes cr. the independence of the director depends on all relationships the 
director has. including relationships between directors, tint may compromise the director's 
objectivity and loyally to shareowners Directors have an obligation to consider all relevant facts 
and circumstances to determine whether a director should be considered independent 

7.2 Basic Definition of an Independent Director. An independent director is someone whose only 
nontrivial professional, familial or financial connection to the corporation, its chairman. CEO or 
any other executive officer ts his or her directorship Stated most simply, an independent director 
is a person whose directorship constitutes his or Iter only connection to the corporation 


7 J ( iuidclincs for Assessing Director I ndcpcndrncr: the notes that follow arc supplied to give 
added clanly and guidance tn interpreting the specified relationships. A director w ill not be 
considered independent if he or she; 
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7Ja Is, or in the past list scans has been, or whose rclalisc is. or in the past five years has 
been, employed by the corporation or employed by or a director of an affiliate: 

MOTES: An "affiliate" relationship is established if one entity either alone or pursuant to 
an arrangement with one or more other persons, owns or has the power to vote more than 
20 percent of the equity interest in another, unless some other person, cither alone or 
pursuant to an arrangement w ilh one or more other persons, owns or has the power to vote 
a greater percentage of the equity interest. For these purposes, joint s enture partners and 
general partners meet the definition of an affiliate, and officers and employees of joint 
venture enterprises and general partners are considered affiliated. A subsidiary is an 
affiliate if it is at least 20 percent owned by the corporation. 

Affiliates include predecessor companies, A ' predecessor” is an entity that within the last 
five years w as party to a “merger of equals" with the corporation or represented more than 
50 percent of the corporation's sales or assets w hen such predecessor became part of the 
corporation 

“Relatives'' include spouses, parents, children, step-children, siblings, mothers and 
fathers-in-law. sons and daughters-in-law, brothers and sisters-in-law. aunts, uncles, 
nieces, nephew* and first cousins, and anyone sharing the director's home, 

7.5b Is. or in the post five years lias been, or whose relative is. or in Use past five years has 

been, an employee, director or greatcr-than-20-pcrccnt owner of a liim that is one of the 
corporation's or its affiliate's paid advisers or consultants or that receives revenue of at 
least $50,000 for being a paid adviser or consultant to an executive officer of the 
corporation: 

MOTES Advisers or consultants include, bul arc not limited to. law firms, auditors, 
accountants, insurance companies and commercial Investment hanks. For purposes of this 
definition, an individual serving "of counsel" to a firm will be considered an employee of 
that Itmt. 

The term "executive officer" includes the chief executive, operating, financial, legal and 
accounting officers of a company . this includes the president, treasurer, secretary . 
controller and any vice-president who is m charge of a principal business unit, division or 
function (such as sales, administration or finance) or performs a mayor policymaking 
function for the corporation. 

7-Jc Is or in the past five y ears has been, or w hose relativ e is. or in the past five years has 

been, employed by or has had a five percent or greater ownership interest in a third-party 
that provides payments to or receives payments from the corporation and cither: (il such 
payments account for one percent of the third-party 's or one percent of the corporation's 
consolidated gross revenues in any single fiscal yean or (til if the third-party is a debtor or 
creditor of the corporation and the amount ow ed exceeds one percent of the corporation's 
or third party's assets. Ownership means beneficial or record ownership, not custodial 
ownership; 

7.3d Has. or in five past five years has had. or whose relative has paid or received more than 

$50,000 in the past five years under, a personal contract with the corporation, on executive 
officer or any affiliate of Ok corporation; 


MOTES Council members believe that even small personal contracts, no matter how 
formulated, can threaten a director's complete independence This includes any 
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arrangement under which the director borrows or lends money to the corporation at rates 
belter ( lor tile director) than those available to normal customers even if no other 
services from the director arc specified in connection with this relationship; 

7.3e Is. or in the past five scars lias been, or whose relative is. or in the past five years has 

been, an employee or director of a foundation, university or other non-profit organization 
that receives significant grants or endow ments from ll»c corporation, one of its affiliates or 
its executive officers or has been a (finer/ beneficiary of am donations to such an 
organization; 

XOTES A “significant grant or endowment" is the lesser of SIOO.OOO at one percent of 
total annual donations received by the organization. 

7Jf Is. or in the posi five years has been, or whose relative is. or in the past five years has 
been, part of an interlocking directorate in w hich the CEO or other employ ee of the 
corporation serves on the board of a third-party entity t for-profit or not-for-profit I 
employ ing the director or such relative; 

7J* lias a relative who is, or in the past five years has been, an employee, a director or a five 
percent or greater ow ner of a third-party entity that is a significant competitor of Use 
corporation, or 

7. th Is a parry lo a voting trust, agrcemcnl or proxy giving his her decision making power as a 

director lo management except to the extent there is a fully disclosed and narrow voting 
arrangement such as those which arc customary between venture capitalists and 
management regarding the venture capitalists' board seats. 

The foregoing describes relationships between directors and the corporation The Council also 
believes that it is important lo discuss relationships between directors on the same board which may 
threaten either director's independence. A director's objectivity as lo Ihc best interests of the 
shareowners is of utmost importance and connections between directors outside the corporation 
may threaten such objectivity and promote inappropriate voting blocks. As a result, directors must 
evaluate all of their relationships w uh each other to determine w bet her the director is deemed 
independent flic hoard of directors shall investigate and evaluate such relationships using the 
core, skill, prudence and diligence that a prudent person acting in a like capacity would use. 


t updated May 1.2009) 
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December 2, 2008 
The Honorable Jack Reed 

Committee on Banking. Homing, and Urban Affairs 
534 Dirksen Senate Office Building 
Washington, DC 20510 

Re: Financial Markets Regulator) 1 Reform Legislation 
Dear Senator Reed: 

On behal f of the Council of Institutional Investors and the undersigned member funds, I am 
ss Tiling to urge you to consider a number of key corporate governance improvements for 
inclusion in any financial markets regulatory reform legislation that may be pursued by the 1 1 1" 
Congress. 

The Council is a nonprofit association of public, union and corporate pension funds with 
combined assets that exceed $3 trillion. Member funds are major long-term shareowners with a 
duty to protect the retirement assets of millions of American w orkers. The Council striv cs to 
educate its members and the public about good corporate governance, shareowner rights and 
related investment issues, and to advocate on our members’ behalf. 

As significant long-term investors. Council member funds have a deep, abiding interest in 
ensuring that the capital markets are on a sound looting. The global financial crisis has 
unmasked w eaknesses in US regulation of the capital markets and has badly shaken trust in those 
markets. Simply pul, the current crisis represents a massive failure of oversight. In order to 
restore trust and ensure that such a crisis never happens again, regulators and investors must be 
given the tools necessary to guarantee robust oversight and meaningful accountability of 
corporate managers and directors. 

As Congress evaluates potential reforms, certain principles should he paramount: Oversight 
must include an independent and reliable regulator with a mandate of investor protection; and 
required disclosures of the issuers of securities must be robust, timely and meaningful. Abov e 
all. investor protection and enforcement of the rules must be vigorous. 

Vigorous regulation focusing on investor protection cannot alone solv e many of the issues that 
led to the current crisis, however. While crucial, such regulatory oversight is no replacement for 
shareowner driven market discipline. Only through the combination of effective regulation and 
strong investor oversight w ill trust be restored and future crises av oided Investors need stronger 
tools to hold managers and boards accountable. 
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In our view, a number of key corporate governance reforms are essential to providing 
meaningful investor ov ersight of management and boards. Such measures would address many 
of the problems that led to the current crisis, and more importantly, empower shareowners 10 
anticipate and address unforeseen future risks. Governance reforms must thus be part of any 
broader legislative effort to improve the effectiveness of the regulation of our financial markets. 

More specifically, the governance improvements that the Council believes would have the 
greatest impact and. therefore, should be contained in any financial markets regulatory reform 
legislation include: 

1. Majority N oting for Directors: Directors in imeontested elections should be elected by 
a majority of the votes cast. 

2. Sharcow ner Access to the Proxy : A long-term investor or group of long-term investors 
should have access to management proxy materials to nominate directors. 

.V Broker N oting Kestrictions: Broker non-votes and abstentions should be counted only 
for purposes of a quorum. 

4. Independent Board Chain flic board should be chaired by an independent director. 

5. Independent Compensation Adv leers: Compensation adv iscrs and their firms should 
be independent of the client company, its executives and directors, and should report 
solely to the compensation committee. 

6. Advisory Sharcovsncr Vole no F.xccutisc Pay: All companies should provide annually 
for adv isory shareowner votes on the compensation of senior executives. 

7. Stronger Claw back Pros isions: At a minimum, senior executives should be required to 
return unearned bonus and incentive payments dial were awarded due to fraudulent 
activity or incorrectly stated financial results 

8. Severance Pay Limitations: Executives should not be entitled to severance pay ments in 
the event of termination for poor performance. 

We look forw ard to working w ith y ou on this critical issue of reforming the regulation of the 
financial markets. To continue the dialogue, we plan on contacting your office in the near future 
to arrange for a mutually convenient date and lime to meet with y ou and your staff in person to 
share views and discuss these matters in more detail. In die meantime, if you have any 
questions, please feel free to contact me at 1 202 >26 1 -708 1 or icfffa cnoni . or Council analy st 
Jonathon Urick at 4 202 J 261-7096 or ionathairu cii.org . 

Sincerely, 

JtjJ ^iw/uiwy--' 

Jeff Mahoney 

General Counsel 

Council of Institutional Investors 
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Investment 

AFSCME Employees Pension Plan 
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Executive Director 
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Eric B. Baggesen 

Senior Investment Officer. Global Equity 
California Public Employees' Retirement System 


John Chiang 

California Sute Controller 



Jack Ehncs Bill Lockycr 

Chief Executive Officer California State Treasurer 

California State Teachers' Retirement System 




Meredith Williams 
Executive Director 

Colorado Public Employees' Retirement 
Association 


Denise L. Nappier 

Connecticut State Treasurer 

Connecticut Retirement Plans and Trust Funds 
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Ene 0. Suinchfield 
Executive Director 

District of Columbia Retirement Board 



Warren L. Mart 

Board Co-Chair, Union Trustee 
1AM National Pension Fund 


William R. Atwood 
Executive Director 
Illinois State Board of Investment 



Director 

IUE-CWA Pension Fund & 40l(kl Plan 



Richard Metcalf 

Director, Department of Corporate Affairs 
LIL'NA Staff and Affiliates Pension Fund 



Ashbel C Williams 

Executive Director and Chief Investment Officer 
Florida State Board of Administration 


Jody B. Olson 
Chairman 

Public Employee Retirement System of Idaho 


Dan M. Slack 
Executive Director 

State Universities Retirement System of Illinois 



Richard A. Bennett 
Vice President 

Lens Foundation for Corporate Excellence 


Moctcsuma Esparza 
Commissioner 

Los Angeles City Employees’ Retirement System 
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Gregg Rademueber 

Chief Executive Officer 
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Association 

Sangeeta Bltatia 

Retirement Plan Manager 
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Michael A. Pere/ 

General Manager 

Los Angeles Fire and Police Pensions 

Peter M. Leslie 

Chair, Board of Trustees 

Maine Public Employees Retirement System 


N&-vs£_A| 

R. Dean Kendcrdinc 

Executive Director 

Maryland State Retirement Agency 

Nancy K. Kopp 

Maryland State Treasurer 
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Michael Travaglini 

Executive Director 

Massachusetts Pension Reserv es Investment 
Management Board 

William G. Clark 

Director 

New Jersey Division of Inv estment 
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Orin S. Kramer 

Chair 

New Jersey Slate Investment Council 

Diane D'Alcssandro 

Executive Director 

New York City Employees' Retirement System 
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William C. Thompson, Jr. 

No* York City Comptroller 
New York City Pension Funds 


Nelson Serrano 
hxcculive Director 

Teachers' Retirement System of Use City of New York 



llsoirus P. DiNapoli 

New York State Comptroller 

New York State Common Retirement Fund 



Thomas K. Lee 
Executive Director 

New York State Teachers' Retirement System 
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Richard H. Moore William J. Estabrook 

North Carolina State Treasurer Executive Director 

North Carolina Retirement Systems Ohio Police & Fire Pension Fund 




Chris DcRose 

Chief Executive Officer 

Ohio Public Employees Retirement System 



Executive Director 

State Teachers’ Retirement System of Ohio 


James R. Winfrec 
Executive Director 

School Employees Retirement System of Ohio 


Jeffrey B. Clay 
Executive Director 

Pennsylvania Public School Employees' Retirement 
System 
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Leonard kivepp 
Executive Director 

Pennsylvania State Employees' Retirement 
System 



Kenneth Colombo 
Fund Coordinator 

Sheet Metal Workers' National Pension Fund 



Elizabeth Bunn 

Secretary -Treasurer, International Union, UAW 
& Plan Administrator, Auto W orkers 
International Retirement Income Plan 


Joseph A. Dear 

Executive Director 

Washington State Investment Board 


Stephen Abrcchl 
Executive Director of Benefits 
SEIU Master Trust 



Eric Henry 

Executive Director and Chief Inv estment Officer 
Texas Municipal Retirement System 



Jeb Spaulding 

Vermont Stale Treasurer 

Vermont Pension Investment Committee 


Gail L. Hanson 

Deputy Executive Director 

State of Wisconsin Investment Board 
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About the Investors Working Group 


D uring the summer of 2008, the Cf A Institute Centre for financial Market Integrity and 
Council of Institutional Investors began exploring the idea of commissioning a study on 
financial regulatory reform. Both organizations were concerned that investor views were 
missing in the ongoing national debate about overhauling the U.S. system of financial regulation. 
The U.S. Treasury Department s -Blueprint for a Modernized Financial Regulatory Structure," 
released in March 2008, largely ignored investor considerations, focusing instead on making U.S. 
markets more globally -competitive' by reducing costs for public companies and financial 
Institution! 

The result was the launch In February 2009 of the Investors Working Group (IWG). This 
Independent, nonpartisan panel was formed to provide an investor perspective on ways to 
improve the regulation of U.S. financial markets The IWG worked collaboratrvefy to seek 
agreement on the recommendations. This report fairly reflects the consensus views of the group 
on myriad reforms. However, not all IWG members agreed with every recommendation in the 
report. 

Our report could not be more timely. Over the past year, the worst financial crisis since the Great 
Depression has brought markets to the brink of collapse, toppled iconic financial Institutions and 
forced repeated government bailouts. The debade has wiped out retirement savings for millions of 
Americans and crippled the economy. It also has changed fundamentally the terms of the debate 
about regulation Calls to unshackle Wall Street and let markets police themselves no longer 
dominate. Instead, the focus of the discussion now Is on making the U.S. system of regulation more 
comprehensive, effective and responsive to the needs of investors, consumers and the broader 
financial system. 

This report offers an essential roadmap to that destination. It suggests practical, near-term 
improvements and longer-term, aspirational reforms, some of which may require further study. 

But all of our recommendations are guided by a profound commitment to restoring confidence in 
our markets by ensuring that regulation serves the needs of investor! Strong investor safeguards 
are a prerequisite for market stability and integrity and a vibrant U.S. financial system. 



William H. Donaldson, CFA 
Co-Chair, 

Investors Working Group 



Arthur Levitt. Jr. 

CoChair, 

Investors Working Group 




97 


Members of the Investors Working Group 


Co-Chairs: 

William H. Donaldson, CFA, Chair, Donaldson Enterprises and former Chair, U.S. Securities and 
Exchange Commission 

Arthur Levitt Jr., Senior Advisor, The Carlyle Group and former Chair, U.S. Securities and Exchange 
Commission 

Members: 

Mark Anson, CFA, President and Executive Director of Investment Services, Nuveen Investments 
BrooksJey Born, Retired Partner, Arnold & Porter and former Chair, U.S. Commodity Futures Trading 
Commission 

Joe Dear, Chief Investment Officer, CalPERS and Chair. Council of Institutional Investors 
David Fisher, Chair, The Capital Group International 

Harvey J. Gofdschmid, Dwight Professor of Law, Columbia Law School and former Commissioner, 
U.S. Securities and Exchange Commission 
Jeremy Grantham, Co-Founder and Chair, GMO, LLC 
William R. Hambrecht, Founder, Chair and CEO, WR Hambrecht * Company 
John D. Markese, President, American Association of Individual Investors 
Bill Miller, CFA, Chair and Chief Investment Officer, Legg Mason Capital Management, Inc. 

Ira Mlllstein, Senior Partner, Weil, Gotshal & Manges LLP and Senior Associate Dean for Corporate 
Governance, Yale School of Management 
Nell Mmow, Editor and Co-Founder, The Corporate library 

Peter Montagnon, Chair, International Corporate Governance Network and Director of Investment 
Affairs, Association of British Insurers 

Jane Bryant Quinn, Director and Personal Finance Columnist, Bloomberg IP 
Barbara Roper, Director of Investor Protection, Consumer Federation of America 
Kurt Schacht, CFA, Managing Director, CFA Institute Centre for Financial Market Integrity 
Ellen Seidman, Senior Fellow, New America Foundation, Executive Vice President, ShoreBank 
Corporation and former Oirector, Office of Thrift Supervision 

•Note: Affiliations are for identification purposes only. IWG members participated as individuals; 
the report reflects their own views and not those of organizations with which they are affiliated. 




98 


Acknowledgements 


T he Investors Working Group wishes to acknowledge and enpress Its great appreciation to the 
many outside contributors who helped produce this report. Our deepest thanks go to 
Professor Lawrence A. Cunningham, Henry St. George Tucker III Research Professor of Law at 
the George Washington University School of Law, and Professor Donald C Langevoort, Thomas 
Aquinas Reynolds Professor of Law at Georgetown University Law Center. Professor Cunningham 
was instrumental In helping the IWG organize its initial thoughts regarding financial regulatory 
reform. Professor Langevoort provided technical advice and assistance during the report s 
development and final drafting. The IWG is also grateful to Susan Trammell for her assistance in 
framing the initial draft report and Paul Beswick, John Brinkley, Peter R. fisher, Steve Harris, Bob 
Hert, Gene Ludwig, Mark Radke, Marc A. Siegel, David f . Swensen and Lynn Turner for their 
contributions 

The IWG also would like to thank the staff of the CFA Institute Centre for Financial Market Integrity 
(CFA Centre) and the Council of Institutional Investors (01) for their assistance in keeping the 
profect moving. The IWG would like to especially thank Oon Marlais (01) and Linda Rittenhouse 
(CFA Centre) for their hard work and dedication in managing this project. Other staffers who 
contributed to the report Included Amy Borrus, Marie Brodmerkel, Justin Levis, Jeff Mahoney, 
Jonathan Urtck and Ann Yerger at 01 and Jim Allen, Patrick Finnegan, Debra Palmore and Kathy 
Valentine at CFA Centre. 




US Financial Regulatory Reform: The Investors’ Perspective 


Overview 


T he credit crisis has exposed the faulty underpinnings of the US financial services sector. The 
fundamental flaws are glaring: gaps In oversight that let purveyors of abusive mortgages, 
complex over-the-counter (OTC) derivatives and convoluted secur Hired products run amok; 
woefully underfunded regulatory agencies; and super-sited financial institutions that are both too 
big to fall- and too labyrinthine to regulate or manage effectively. Too often, the complexities of 
the regulatory system and the Institutions it is supposed to police benefit Institutions, dealers and 
traders at the expense of investors and consumers. 

Designing a more rational financial services sector will take time, thoughtful analysis and political 
will. The findings of the Financial Crisis Inquiry Commission, which is to report to the U S Congress 
on the origins of the market meltdown and measures to ensure that such catastrophes do not 
happen agam, are critical to that effort. What is at stake— the integrity of the U.S. financial 
system— ts too important to rush the review. 

In the near term, there are critical, practical steps that the federal government can take to put the 
U.S. financial regulatory system on a sounder footing and make it more responsive to the needs of 
Investors. The Obama Administration's regulatory reform plan, announced on June 17, 2009, is a 
start. The Investors’ Working Group (IWG) supports many of these recommendations but 
advocates a bolder set of near-term measures to strengthen Investor and consumer protections and 
check systemic risks that threaten the health of the financial system. 

The IWG believes that the U.S. needs a process for dealing with threats to the broader financial 
system, but we also believe that bolstering investor and consumer protection is paramount. The 
lack of sufficient authority, resources and will on the part of regulators helped fuel the financial 
meltdown at least as much as the absence of systemic-risk oversight. 

To address these shortcomings, reform in the near term should focus on: 

Strengthening and reinvigorating existing federal agencies responsible for policing financial 
institutions and markets and protecting investors and consumers. To achieve this goal, the will to 
regulate must be restored. Ught-touch federal regulation has met with disastrous results, as has 
starving agencies of needed resources For example, the U.S. Securities and Exchange 
Commission’s (SEC) funding has not kept pace with the explosive growth of the securities markets 
over the past two decades Today, the agency monitors 30,000 entities, including more than 11,000 
investment advisers, up 32 percent in only the last four years Even so, in the three years from 
200S to 2007, the SECs budgets were flat or declining. 
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Filling the gaps in the regulatory architecture and In authority over certain investment firms, 
institutions and products For example, OTC derivatives contracts should be subicct to 
comprehensive regulation; credit rating agencies should be subject to more meaningful oversight 
and greater accountability for their ratings; Investment managers, including managers of hedge 
funds and private equity, should be required to register with the SEC; onginators of asset'backed 
securities (ABS) should have some skin in the game*, and regulators should be given resolution 
authority, analogous to the Federal Deposit Insurance Corporation's (FDIC) authority for failed 
banks, to wind down or restructure troubled systemlcally significant non'banks. 

Improving corporate governance. The financial crisis represents a massive breakdown in oversight 
at many levels, including at corporate boards. Investors need better tools to hold directors 
accountable so they will be motivated to challenge executives who pursue excessively risky 
strategies. Measures to make it easier for shareowners to nominate and elect directors are a good 
place to start. 

Since the financial crisis erupted, fear that the failure of large financial institutions could have 
devastating repercussions throughout the U S. financial system has prompted unprecedented 
government Intervention in the markets and the private sector. Consequently, much of the debate 
about financial reform has focused on the need to monitor and address future systemic risks. The 
U.S. regulatory framework was not designed to monitor and respond to risks to the entire financial 
system posed by large, complex and interconnected Institutions, practices and products, 

The IWG believes that the appropriate way to address this immediate need is for Congress and the 
Administration to authorize the creation of an independent Systemic Risk Oversight Board (SROB). 
Ideally, the SROB would have the authority and highly skilled staff to 1) collect and analyze financial 
institutions' exposures, practices and products that could threaten the stability of the financial 
system and 2) recommend steps that existing regulators should take to reduce those risks. 

This approach represents a middle ground between the systemic risk regulator advocated by the 
Administration and the college of cardinals” model of oversight by the heads of existing federal 
regulators that some leading lawmakers propose. The IWG views both approaches with skepticism. 
A council of regulators would have blurred lines of authority— ultimately no one would be in charge 
or accountable— and could be hamstrung by the usual Jurisdictional disputes. The Administration's 
approach, which envisions the U.S. Federal Reserve Board as systemic risk regulator, has more 
serious drawbacks. The Fed has other, potentially competing responsibilities— from guiding 
monetary policy to managing the vast U.S. payments system. Its credibility has been tarnished by 
the easy credit policies it pursued and the lax regulatory oversight that let institutions ratchet 
higher their balance sheet leverage and amass huge concentrations of risky, complex securitized 
products. Other serious concerns stem from the Fed's regulatory failures— its refusal to police 
mortgage underwriting or to impose suitability standards on mortgage lenders— and the heavy 
influence that banks have on the Fed's governance. 
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The Systemic Risk Oversight Board s collection and analysis of data, with an eye on emerging 
systemic risks, would be informed by the Financial Crisis Inquiry Commission s parallel efforts to 
understand the root causes of the current crisis. The tandem Investigations would help guide 
policymakers as they consider overall regulation of the financial services sector, including the 
eventual locus, scope and powers of a systemic risk regulator Until then, the oversight board 
would monitor systemic threats and refer appropriate steps to existing regulatory agencies-the 
Treasury, the Fed and Congress. 

While our report focuses on near-term needs, we recognize that there is a larger, long-term agenda 
Restructuring the hodge-podge of financial regulators and key financial Institutions Is clearly an 
Imperative, regardless of how politically arduous the task. Policymakers need to map out a path 
toward a more rational, less conflicted financial system. Steps they should consider include: 

Designating a systemic risk regulator, with appropriate scope and powers. One option would be 
for the Systemic Risk Oversight Board to evolve into a full-fledged regulator. 

Adopting new regulations for financial services that will prevent the sector from becoming 
dominated by a few giant and unwieldy Institutions. New rules arc needed to address and balance 
concerns about concentration and competitiveness. 

Strengthening capital adequacy standards for all financial institutions. Too many financial 
institutions have weak capital underpinnings and excessive leverage. 

Imposing careful constraints on proprietary trading at depository institutions and their holding 
companies. Proprietary trading creates potentially hazardous exposures and conflicts of interest, 
especially at institutions that operate with explicit or implicit government guarantees. Ultimately, 
banks should focus on their primary purposes, taking deposits and making loans. 

Consolidating federal bank regulators and market regulators. Regulation of banks and other 
depository institutions may be streamlmed through the appropriate consolidation of prudential 
regulators. Similarly, efficiencies may be obtained through the merger of the SEC and the 
Commodity futures Trading Commission (CFTC), 

Studying a federal role in the oversight of insurance companies. The current state-based 
regulation makes for patchwork supervision that has proven inadequate to the task. 

The IW6 believes that the goal of the longer-term effort should be a simpler yet more 
comprehensive regulatory net, stronger overseers and manageable, better-governed financial 
institutions that will not pose "too big to fail" threats. The new financial order that emerges must 
ensure appropriate safeguards for investors Investors. In turn, must focus on sustainable, risk- 
adjusted performance, recognizing that pressing Investment advisers and executives of portfolio 
companies for quick returns can spur out-on-a-limb behavior In pursuit of fast but often ephemeral 
profits. 
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The regulatory overhaul should not stop at the water s edge. Financial markets are increasingly 
global. US financial institutions generate a growing share of their revenues and assets overseas. 
Washington policymakers must lead a fresh effort to forge International consensus on key elements 
of the regulation of global markets, players and products. U S. leaders should also press for greater 
sharing of information among national regulators and harmoniration of rules and practices. In 
contrast to other recent global Initiatives, however, the focus should be on toning standards, not 
weakening them. 

This report is Intended to ensure that policymakers fully consider and reflect on making regulatory 
changes that serve Investors, consumers and the broader financial system. A balance Is needed 
among many Interests. In particular, building a U.S. financial system that correctly balances 
efficiency, global competitiveness, and investor and consumer protection Is enormously 
challenging. It is also an opportunity, however, to put the U.S. financial system on a firmer, more 
rational footing and ensure that It serves the needs of investors. Strong investor protections are 
Integral to restoring trust, stability and vibrancy to U.S. financial markets. The IWG believes this 
plan of action is the best way forward toward that goal. 


103 


US Financial Regulatory Reform: The Investors' Perspective 


Outline of Recommendations 


I. Investor and Consumer Protections 

A. Strcngthcnlnn Existing Federal Regulators 

• Congress and the Administration should nurture and protect regulators commitment to 
fully exercising their authority. 

• Regulators should have enhanced independence through stable, long-term funding that 
meets their needs. 

• Regulators should acquire deeper knowledge and expertise. 

B. Closing the Caps for Produc&Elamrs and Gatekeepers 

OTC Derivatives 

• Standardized derivatives should trade on regulated exchanges and dear centrally. 

• OTC trading in derivatives should be strictly limited and subject to robust federal regulation. 

• The Finandal Accounting Standards Board IFAS8) and the International Accounting 
Standards Board |IASB) should improve accounting for derivatives. 

• The SEC and the CFTC should have pnmary regulatory responsibility for derivatives trading 

• The United States should lead a global effort to strengthen and harmonize derivatives 
regulation. 

Socuritlzcd Products 

• New accounting standards for off-balance-sheet transactions and securitizations should be 
Implemented without delay and efforts to weaken the accounting in those areas should be 
resisted. 

• Sponsors should fully disclose their maximum potential loss arising from their continuing 
exposure to off-balance-sheet asset-backed securities. 

• The SEC should require sponsors of asset-backed securities to Improve the timeliness and 
quality of disclosures to investors in these instruments and other structured products. 

• ABS sponsors should be required to retain a meaningful reudual interest in their securitized 
products 

Hedge Funds, Private Equity and Investment Companies. Advisers and Brokers 

• All Investment managers of funds available to US Investors should be required to register 
with the SEC as investment advisers and be subject to oversight 

• Existing investment management regulations should be reviewed to ensure they are 
appropriate for the variety of funds and advisers subject to their jurisdiction. 

• Investment managers should have to make regular disclosures to regulators on a 
real-time basis, and to their investors and the market on a delayed basis. 


{ • } 
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Hedge Funds. Private Equity and Investment Companies, Advisers and Brokers (cont) 

• Investment advisers and brokers who provide investment advice to customers should 
adhere to fiduciary standards. Their compensation practices should be reformed, and their 
disclosures should be Improved 

• Institutional Investors including pension funds, hedge funds and private equity firms 
should make timely, public disclosures about their proxy voting guidelines, proxy votes east. 
Investment guidelines, and members of their governing bodies and report annually on 
holdings and performance, 

Non-Bank Financial Institutions 

• Congress should give regulators resolution authority, analogous (o the Federal Deposit 
Insurance Corporation's authority for failed banks, to wind down or restructure troubled, 
systemlcally significant non'banks. 

Mortgage Originators 

• Congress should create a new agency to regulate consumer financial products, including 
mortgages. 

• Banks and other mortgage originators should comply with minimum underwriting 
standards, Including documentation and verification requirements. 

• Mortgage regulators should develop suitability standards and require lenders to comply 
with them. 

• Mortgage originators should be required to retain a meaningful residual interest in all loans 
and outstanding credit lines. 

Nationally Recognized Statistical Rating Organizations (N'RSROs) 

• Congress and the Administration should consider ways to encourage alternatives to the 
predominant issuer' pays NRSRO business model 

• Congress and the Administration should bolster the SECs position as a strong independent 
overseer of NRSROs 

• NRSROs should be required to manage and disclose conflicts of interest. 

• NRSROs should be held to a higher standard of accountability. 

• Reliance on NRSRO ratings should be greatly reduced by statutory and regulatory 
amendments. Market participants should reduce their dependence on ratings in making 
Investment decisions. 

C. Corp orate Governance 

• In uncontested elections, directors should be elected by a majority of votes cast. 

• Shareowners should have the right to place director nominees on the company's proxy. 

• Boards of directors should be encouraged to separate the role of chair and CEO or explain 
why they have adopted another method to assure Independent leadership of the board. 

• Securities exchanges should adopt listing standards that require compensation advisers to 
corporate boards to be Independent of management. 

• Companies should give shareowners an annual, advisory vote on executive compensation . 

• Federal clawback provisions on unearned executive pay should be strengthened. 
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II. Systemic Risk Oversight Board 

• Congress should create an independent governmental Systemic Risk Oversight Board 

• The board s budget should ensure its independence from the firms it examines. 

• All board members should be full'tlme and independent of government agencies and 
financial Institutions. 

• The board should have a dedicated, highly skilled staff. 

• The board should have the authority to gather all information it deems relevant to systemic 
risk. 

• The board should report to regulators any Findings that require prompt action to relieve 
systemic pressures and should make periodic reports to Congress and the public on the 
status of systemic risks. 

• The board should strive to offer regulators unbiased, substantive recommendations on 
appropriate action 

• Regulators should have latitude to implement the oversight board s recommendations on a 
"comply or explain' basis. 
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I. Investor and Consumer Protections 

T he Investors Working Group believes that strengthening existing regulatory agencies, closing 
gaps in the regulatory structure, enhancing consumer and Investor protections and improving 
corporate governance are the most important steps Congress and the Obama Administration can 
take to restore the Integrity of the financial system and the stability of financial markets 

Background 

When the financial meltdown began, regulators for the most pan had enough information and 
should have recognized the signs but did not. or could not, stop the downward spiral, One reason is 
that regulators lacked the requisite will, resources and expertise. Another is that the web of 
regulatory supervision that covers the U.S financial services industry is riddled with holes. Some 
are Intentional. For example, the OTC derivatives market has been expressly exempted from 
virtually all federal oversight But even in regulated parts of the markets, the oversight fabric is not 
knit tightly enough. 


A, SUrcnaltieiilniUiAisiing Federal Regulators 

W hile the IWG acknowledges that regulatory failures were a major contributing cause of 
the financial debacle, we believe that the right solution is to reinforce, rather than 
abandon, the existing regulatory framework 

Above all, regulators must be committed to promoting policies that are good for consumers, 
investors and the financial markets. Although the will to regulate cannot be legislated. Congress 
can encourage vigorous regulation through general oversight and its specific role in providing advice 
and consent regarding nominees to lead financial regulatory agencies. Structural and financial 
changes can also help strengthen regulatory agencies by making them more independent of the 
industries they supervise and allowing them to hire staff with deep knowledge of complex products 
and rapid financial innovation. Consolidating agencies as appropriate can help bolster and 
streamline financial regulation so long as mergers are crafted with a keen understanding of the 
differences between existing regulators and the markets and institutions they supervise. 

Background 

Since 1980, a dramatic shift in the financial regulatory system has occurred. Vigorous governmental 
oversight was abandoned as regulators placed their faith In the ability of markets to self-police and 
self-correct. Even as the credit crisis unfolded In early 2008, the prevailing view In the industry and 
among many agency chiefs and government leaders was that too much regulation, rather than too 
little, was eroding the competitiveness of U.S. markets. 
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The IW6 believes that this view is misguided. The financial crisis has revealed that insufficient and 
Ineffective oversight, not over-regulation, paved the way to financial turmoil. 

Beyond a misplaced faith in markets, regulators lacked the will, knowledge and resources to llenbly 
respond to rapid financial innovation and market expansion Poor funding and a lack of 
Independence allowed an anti-regulatory ideology to permeate regulatory agencies. The 
Congressional appropriations process helped to undermine robust oversight. Fearful of political 
budgetary retaliation, agencies grew reluctant to exercise their authority fully in certain areas. It is 
no coincidence that these pockets of poor oversight proved to be sources of great risk. 

Specific Recommendations 

1. Congress and the Administration should nurture and protect regulators commitment to fully 
exercising their authority. Congress and the Administration should amend statutory language 
establishing vanous financial regulators to prominently Include provisions requiring that the 
President consider potential appointees determination to exercise vigorous oversight and their 
commitment to the regulatory mission. Congress should be vigilant in exercising its general 
supervisory authority and thoughtfully carry out Its obligation to provide advice and consent to 
ensure that nominees possess the resolve to regulate effectively. 

The President. Congress and agency leaders must work to foster a culture of regulatory 
professionalism that rewards high-quality work and instills a community of purpose. Such a culture 
Is rooted In steadfast devotion to vigorous oversight and enforcement. Regulators should be 
encouraged to exercise the greatest supervision where the need is greatest, including over the most 
complex and rapidly expanding institutions, products and markets. Resistance to regulation in 
these often highly lucrative areas is likely to be Intense. Staff should be rewarded for asking tough 
questions, pursuing difficult cases and thinking outside the bounds of conventional wisdom. A 
healthy tension and skepticism between regulators and those they oversee should be promoted as 
a hallmark of exemplary regulation. 

2. Regulators should have enhanced independence through stable, long-term funding that meets 
their needs. All federal financial regulators should have the resources and independence to fulfill 
their mission effectively without political interference or dependence on the firms they oversee 
The IWG encourages Congress and the Administration to consider ways to develop mechanisms for 
stable, long-term funding. To ensure that funding keeps pace with rapid market changes and 
financial Innovation, Congress, the Administration and regulators should periodically reevaluate the 
resources each agency needs to fulfill Its mission. To the extent possible, agencies should have 
funding flexibility to respond to these changes on their own 
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3. Regulators should acquire deeper knowledge and expertise. The speed with which financial 
products and services have proliferated and grown more complex has outpaced regulators ability 
to monitor the financial waterfront. Staffing levels failed to keep pace with the growing work load, 
and many agencies lack staff with the necessary expertise to grapple with emerging Issues Political 
appointees and senior civil service staff should have a wide range of financial backgrounds 
Compensation should be sufficient to attract top-notch talent. In addition, continuing education 
and training should be dramatically expanded and officially mandated to help regulators keep pace 
with Innovation. Although we recognize that the -revolving door* between regulatory agencies and 
the private sector can lead to abuse, we believe that both the public sector and the private sector 
can benefit from people with experience in both. In particular, agencies should explore ways of 
recruiting individuals from the private sector to improve the regulators ability to understand and 
keep up with complex financial and market innovations And those who have served in regulatory 
agencies can assist market players in understanding the perspective of regulators and the need for 
regulations 


B..Clttsing.thc Saps iQr.Brgducts.fiaKrs and Galekeecsrs 

T he nation s regulatory umbrella should be comprehensive. Specifically, it should be 
broadened to cover important financial products, players and gatekeepers that lack 
meaningful oversight Critical gaps that urgently need attention include OTC derivatives, securitized 
products, investment managers, mortgage finance companies and credit rating agencies. 

OTC Derivatives 

A ll standardized (and standardizable) derivative contracts currently traded over the counter 
should be required to be traded on regulated exchanges and cleared through regulated 
clearinghouses. Any continuing OTC derivatives trading should be limited strictly to truly 
customized contracts between highly sophisticated parties, at least one of which requires a 
customized contract in order to hedge business risk. What remains of the OTC derivatives market 
should be subject to a robust federal regulatory regime, including reporting, capital and margin 
requirements. 

Background 

OTC derivatives generally are bilateral contracts between sophisticated parties. They include 
interest rate swaps, foreign exchange contracts, equity swaps, commodity swaps and the now- 
Infamous credit default swaps (COS), along with other types of swaps, contracts and options. It is 
widely acknowledged that OTC derivatives contracts, and particularly COS, played a significant role 
in the current financial crisis. For December 2008, the Bank for International Settlements reported 
a notional amount outstanding of SS92 trillion and a gross market value outstanding of $34 trillion 
for global OTC derivatives. This enormous financial market was exempted from virtually all federal 
oversight and regulation by the Commodity Futures Modernization Act of 2000 (CFMA). 
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Although OTC derivatives have been justified as vehicles for managing financial risk, they have also 
spread and multiplied nsk throughout the economy in the current crisis, causing great financial 
harm. Warren Buffett has dubbed them financial weapons of mass destruction.’ Problems 
plaguing the market include lack of transparency and price discovery, excessive leverage, rampant 
speculation and lack of adequate prudential controls. 

Specific Recommendations 

1. Standardized derivatives should trade on regulated exchanges and clear centrally. Congress 
and the Administration should enact legislation overturning the exemptive provisions of the CFMA 
and requiring standardized (and standardizable) derivatives contracts to be traded on regulated 
derivatives exchanges and cleared through regulated derivatives clearing operations. Legal 
requirements based on those established in the Commodity Exchange Act for designated contract 
markets and derivatives clearing operations should apply to such trading and clearing. These 
requirements would allow effective government oversight and enforcement efforts, ensure price 
discovery, openness and transparency, reduce leverage and speculation and limit counterparty risk. 
Although requinng central clearing alone would mitigate counterparty risk, It would not provide the 
essential price discovery, transparency and regulatory oversight provided by exchange trading. 

2. OTC trading in derivatives should be strictly limited and subject to robust federal regulation. 

An OTC market Is necessarily much less transparent and much more difficult to regulate than an 
exchange market. If trading OTC derivatives is permitted to continue, such trading should be strictly 
limited to truly customized contracts between highly sophisticated parties, at least one of which 
requires such a customized contract in order to hedge business risk Congress and the 
Administration should enact legislation limiting the eligibility requirement for OTC derivatives 
trades to highly sophisticated and knowledgeable parties and requiring that at least one party to 
each OTC contract should certify and be prepared to demonstrate that it is entering into the 
contract to hedge an actual business risk. This limitation to trading on the OTC market would 
permit entities to continue to hedge actual business risks but would reduce the current pervasive 
speculation In the market 

A federal regulatory regime is needed for any continuing OTC market. OTC derivatives dealers 
should be required to register, maintain records and report transaction prices and volumes to the 
federal regulator. They should be subject to adequate capital requirements and business conduct 
standards, including requirements to disclose contract terms and risks to their customers. All OTC 
trades should be subject to federally imposed margin requirements, and all large market 
participants should be subject to capital requirements. In addition, transaction prices and volumes 
of OTC derivatives should be publicly reported on a timely basis. 

All market participants should be subject to federal fraud and manipulation prohibitions, 
recordkeeping and reporting requirements, and position limits if imposed by the federal regulator. 
The regulator should have broad powers to oversee the market and ail its participants, including 
powers to require additional reporting and inspection of records and to order positions to be 
eliminated or reduced. Federal legal prohibitions should be enacted to prohibit the use of OTC 
derivatives to misrepresent financial condition or to avoid federal laws. 



US Financial Regulatory Reform; The Investors' Perspective 


3. The FASB and 1ASB should improve accounting for derivatives. A thorough and comprehensive 
review of accounting rules related to derivative instruments is needed. The goals of this review 
should be to ensure consistent reporting about these instruments and to ensure full disclosure for 
the benefit of investors, counterparties and regulators To make informed decisions. Investors and 
those entering into counterparty relationships need information about these positions. 

4 . The SEC and the CFTC should have primary regulatory responsibility for derivatives trading. 
Currently, the SEC and the CFTC each have regulatory responsibilities for certain portions of 
derivatives trading, depending on the nature of the derivatives product and/or the type of exchange 
on which It Is traded. Those agencies have the experience and sophistication to oversee derivatives 
markets and should act as the primary regulators of both exchange trading and any continuing OTC 
market. It is Important that federal standards for derivatives trading be comprehensive and 
consistent and that agency jurisdiction over such trading be clearly delineated. For this reason, the 
SEC and the CFTC must agree on appropriate regulatory standards and on their respective 
regulatory responsibilities, and the terms of such agreement should be enacted into law. 

5. The United States should lead a global effort to strengthen and harmonite derivatives 
regulation. Because the OTC derivatives market is global, U.S. financial regulators should work with 
foreign authorities to strengthen and harmonize standards for derivatives regulation Internationally 
and to enhance international cooperation in enforcement and information sharing. 

Securitized Products 


I nvestors have had a difficult time understanding securitized Instruments because of the lack of 
information about them and the confusing manner in which this information is reported, both to 
the shareowners of the issuing company (or sponsor), and to investors in these often complex 
products. This opacity stems in part from securitized products absence from sponsors balance 
sheets. Moreover, securitized products are sold before investors have access to a comprehensive 
and accurate prospectus. 

The IWG believes that accounting standards setters should Improve the quality, appropriateness 
and transparency of reporting related to off-balance-sheet transactions and securitizations by 
sponsoring institutions. The SEC should develop new rules for the sale of asset backed securities 
that give investors in these products a reasonable opportunity to review disclosures before making 
a decision to invest Sponsors of ABS and structured products should have to retain a meaningful 
interest in the underlying assets they securitize. Lastly, while the status of government-sponsored 
enterprises (GSEs) is currently in limbo, the IWG believes the GSEs or their successor enterprises 
should be subject to the same securities regulations that apply to all other sponsors when they 
Issue ABS. 

Background 

Beginning in the 1980s, banks and other lenders began repackaging mortgage loans and other 
predictable cash flows into 3sset-backed securities. Some S3 trillion were outstanding by year-end 
2008 
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Both Investors in these securities and the shareowners of their sponsoring organisations lack crucial 
Information needed to judge their true risk. The off-balance-sheet accounting treatment of 
securitisations masks from shareowners of the sponsoring company the potential costs of 
deterioration in the quality of the assets underlying the instruments. Consequently, shareowners of 
a sponsoring company may not appreciate the Impact on the company of deterioration In the 
quality of the underlying loans. In addition, the off-balance-sheet treatment allows the sponsor to 
reduce the amount of capital supporting the underlying loans by as much as 90 percent. Significant 
capital shortfalls can thus occur when a sponsor chooses to support these securitisations (whether 
according to or beyond the terms of the securititatlon) by bringing them back onto Its balance 
sheet. 

Beyond poor accounting and disclosures by the sponsors of securitited products, institutions that 
invest directly in these securities have been ill-served by existing disclosures. In particular, investors 
often have to decide whether to invest in an ABS issuance based not upon a detailed prospectus but 
rather on a basic term sheet with limited information. Although these investors could choose not 
to Invest under such terms, doing so would lock them out of many ABS transactions. Institutions 
feared that this lockout would be inconsistent with their fiduciary duty to find the best investments 
for their clients. Investing before reviewing a prospectus, however, limits the ability of investors to 
perform adequate due diligence 

Accounting and disclosure problems were even more severe at the GSEs. As government-chartered 
corporations, the GSEs were able to operate as major sponsors of mortgage-backed securities, even 
though they were not subject to the same regulations as other participants. As recent events have 
shown, an implicit government guarantee does not protect Investors from systemic failure, 
Consequently, investors need to have relevant information that will help them review, analyte and 
make reasoned and Informed Investment decisions about securities and firms that might be 
affected by the financial performance and condition of GSEs. Although the GSEs future is uncertain 
at this time, the IWG believes that they or their successors should have to adhere to the same 
regulations as other securities issuers. 

Notwithstanding the serious lack of crucial information about securitited products, the IWG 
recognites that investors need to be more diligent. Some investors effectively outsourced their 
Investment due diligence to third parties, such as credit rating agencies, without fully understanding 
the nature of the collateral underlying the bonds, the purpose of the rating or the rating agency s 
conflicts of interest that may have colored its ratings. Investors must pay more attention to these 
details, which are critical to understanding the risks and opportunities of ABS Investments. 

Specific Recommendations 

1. New accounting standards for off-balance-sheet transactions and securitisations should be 
Implemented without delay and efforts to weaken the accounting in those areas should be 
resisted. The IWG applauds the recent action by the FAS8 finalising accounting standards that limit 
exemptions for consolidating off-balance-sheet entities and require more information about 
securitisation transactions. Efforts to water down or delay the Implementation of those new 
requirements should be vigorously resisted. 
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2. Sponsors should fully disclose their maximum potential loss arising from their continuing 
exposure to off-balance-sheet asset -backed securities. Sponsoring companies with off-balance- 
sheet exposure to ABS that they sponsored and/or are servicing should be required to provide full 
disclosure about how these exposures could affect shareowners if the firm returns the related 
assets and liabilities to their balance sheets. More transparent disclosure would permit investors to 
better understand the amount and type of loans that sponsors are originating and the amount of 
leverage they could create The disclosure would also provide investors with Information about 
ongoing changes In loan quality and underwriting standards and the potential risks those changes 
may create m the future. In particular, such disclosure also should describe how those actions 
could affect the sponsoring firm s capital and liquidity positions, earnings and future business 
prospects If the firm repurchases the loans onto Its balance sheet 

3. The SEC should require sponsors of asset-backed securities to improve the timeliness and 
quality of disclosures to investors in these instruments and other structured products. Current 
rules allowing sponsors to issue asset-backed securities via shelf registration provide for woefully 
inadequate disclosures to potential investors in these products. Because each ABS offering Involves 
a new and unique security, the IW6 docs not believe the SEC should allow such issuances to be 
eligible for its normal shelf-registration procedures. Instead, the SEC should develop a regulatory 
regime for such asset-backed securities that would require issuers to make prospectuses available 
for potential investors In advance of their purchasing decisions These prospectuses should disclose 
Important information about the securities, Including the terms of the offering, information about 
the sponsor, the Issuer and the trust, and details about the collateral supporting the securities 
Such new rules would give investors critical Information they need to perform due diligence on 
offerings prior to investing. It would also create better opportunities for due diligence by the 
underwriters of such securities, thus adding additional levels of oversight of the quality and 
appropriateness of structured offerings. 

4. ABS sponsors should be required to retain a meaningful residual interest in their securitized 
products. Having - skin In the game* would make sponsors more thoughtful about the quality of 
the assets they securitize. Sponsors should have to retain a meaningful residual Interest In ABS 
offerings Hedging these retained exposures should be prohibited. 

Hedge Funds, Private Equity and Investment Companies, Advisers and Brokers 

A lt investment managers of funds available to U.S. Investors should be required to register 
with the SEC as Investment advisers so that they are subject to federal scrutiny. All 
registered fund managers should have to make periodic disclosures to regulators about the current 
positions of their funds, and should make regular, delayed public disclosures of their funds 
positions to help their investors and other market participants understand the associated risks. 
Regulators should conduct a full review of rules governing investment managers and their funds to 
ensure that they adequately address the different types of investment vehicles and practices 
subject to those rules. In order to improve the quality of advice provided to retail Investors and to 
protect them from abusive practices, the SEC should be empowered to reform compensation 
practices that create unacceptable conflicts of interest, improve pre-sale disclosures, and subject all 
those who provide personalized investment advice, including broker -dealers, to a fiduciary duty. 
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Regulators should also be empowered to oversee new participants and products as they emerge 
and have adequate resources for timely and careful examinations. 

Background 

Many hedge funds, funds of hedge funds and private equity funds operate within the shadow" 
financial system of unregulated non'bank financial entitles. These funds and their managers have 
been exempt from regulation because of a combination of factors related to the number and 
relative sophistication of investors they serve and the site of assets under management. 

Unencumbered by leverage limits, compliance examinations or full disclosure requirements, many 
hedge funds and private equity funds operate under the radar. Their ability to take on enormous 
leverage, in particular, enables them to hold huge positions that can imperil the broader market, tf 
market trends move against a hedge fund or a private equity fund and It is forced to liquidate at 
fire'sale prices, prime brokers, banks and other counterparties could be sub|ect to significant losses. 
Even market participants who have no direct dealings with the fund could be battered by the 
resulting plunge In asset prices and liquidity squeeie. Registration would afford a degree of 
transparency and oversight for these systcmlcally Important market players. It would at least 
ensure disclosure of basic information about the managers and funds and make them eligible for 
examination by the SEC 

Oversight of the intermediaries that investors rely on in making investment decisions has failed to 
keep pace with dramatic changes in the industry. These changes include the development and 
rapid growth of the financial planning profession and changes in the full*serv>ce brokerage business 
model to one that is, or is portrayed as being, largely advisory in nature. Nevertheless, a series of 
decisions by regulators over the years allowed brokerages to call their sales representatives 
financial advisers," offer extensive personated investment advice and market their services based 
on the advice offered, all without regulating them as advisers. 

As a result. Investors are forced to choose among financial Intermediaries who offer services that 
appear the same to unsophisticated eyes, but who are subject to very different standards of 
conduct and legal obligations to the client Most significantly. Investment advisers are required to 
act in their clients' best interest and disclose all material information, including information about 
conflicts of interest, whereas brokers are subject to the less rigorous suitability standard and do not 
have to provide the same extensive disclosures. 

Meanwhile, although investors are encouraged to place their trust in financial advisers," 
compensation practices in the industry are riddled with conflicts of interest that may encourage 
sales of products that are not in clients' best interests. The disclosures that investors are supposed 
to rely on in making investment decisions are often inadequate and overty complex and typically 
arrive after the sale-long past the point when they could have been useful to investors in analyring 
their investment options. 
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As innovation produces new institutions, products and practices, federal regulators must be able to 
bring them under their jurisdiction, too. One Important lesson of the recent crisis is that as financial 
products and services proliferate and become more complex, they often fall through the regulatory 
cracks. Extending the scope of examinations will require additional funding for regulators and 
ultimately result in more effective regulation. 

Specific Recommendations 

1. All investment managers of funds available to U.5. Investors should be required to register 
with the SEC as investment advisers and be subject to oversight. All investment advisers and 
brokers offering Investment advice should have to meet uniform registration requirements, 
regardless of the amount of assets under management, the type of product they offer or the 
sophistication of investors they serve. Exemptions from registration should not be permitted, 
although smaller advisory firms should continue to be overseen by state regulators 

2. Existing investment management regulations should be reviewed to ensure they are 
appropriate for the variety of funds and advisers subject to their jurisdiction. The frequency and 
extent of regulatory examinations should be determined by the nature and site of the firm. The 
exam process should be augmented by independent third-party reviews and reporting. Regulators 
should be empowered to extend their jurisdictional reach to cover emerging participants and 
products. 

3. Investment managers should have to make regular disclosures to regulators on a real-time 
basis and to their investors and the market on a delayed basis Because of the potential systemic 
risks associated with investment managers, and their Interconnections with other systemlcally 
Important financial institutions, the IWG believes that all Investment managers should have to 
disclose their positions to regulators on a confidential but real-time basis. This would allow 
regulators to recognize large and growing exposures and take steps to limit their impact. 

The IWG also believes that hedge funds and other private poois of capital should make regular but 
delayed public disclosures about their positions. Delayed disclosure would provide investors a 
window on the fund manager s investment strategies while preventing other investors from - front- 
running" those game plans. It would also give the market at large an understanding of the degree 
of risk Inherent in the Investment strategies In light of new trading techniques and products 
available, regulators should reexamine how often investment companies are required to report 
their holdings to investors and the market. 

4 . Investment advisers and brokers who provide investment advice to customers should have to 
adhere to fiduciary standards. Their compensation practices should be reformed and their 
disclosures improved. All Investment professionals, including broker-dealers who provide 
personalized Investment advice, should be subject to a fiduciary duty to act In their clients best 
interests and to disclose material Information. Compensation practices that encourage investment 
professionals to make recommendations that are not in their clients best interests should be 
reformed. Disclosures should also be improved to ensure that investors receive pre-engagement 
disclosure to aid them in selecting an investment professional and clear, plain English, pre-sale 
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disclosure of key Information about recommended investments. This would provide an added level 
of protection to both retail and institutional clients. 

5. Institutional investors including pension funds, hedge funds and private equity firms should 
make timely public disclosures about their proxy voting guidelines, proxy votes cast, investment 
guidelines, and members of their governing bodies and report annually on holdings and 
performance. Investors who champion best disclosure practices at portfolio companies have a 
responsibility to play by similar rules Best disclosure practices for institutional Investors would 
foster transparency and accountability throughout the capital markets, thus enhancing confidence 
In the markets. They would also strengthen fiduciary ties between fund beneficiaries and trustees 
and guard againsl misuse of fund assets and abuses of the power inherent m large pools of capital 
Specifically, institutional investors should make timely, public disclosures about their proxy voting 
guidelines, proxy votes cast, investment guidelines, members of their governing bodies and report 
annually on holdings and performance. 

Non-Bank Financial Institutions 

C ongress should enact legislation granting appropriate regulators resolution authority for 
faltcnng non-bank financial institutions. Such authority should include explicit powers to 
selte, wind down and restructure troubled Institutions deemed too big to fall - The IWG 
generally supports the Administration's proposal for this new authority but does not take a position 
on where it should be vested and how It should be implemented. 

Background 

tn the 1930s, chaotic and costly bank failures motivated Congress and President Roosevelt to 
empower federal regulators to seite and wind down, in an orderly fashion, illiquid and insolvent 
banks. The financial crisis of 2008 included, in particular, a run on several large firms operating In 
the non-bank financial system No mechanism existed, however, to deal with the failure of large, 
complex, interconnected non-bank institutions, such as Bear Stearns, Lehman Brothers or American 
International Group |AIG). As a result, federal bailouts were ad hoc and Inconsistent, fueling further 
market chaos that threatened the entire financial system. 

Specific Recommendation 

Congress should give regulators resolution authority, analogous to the FDIC-s authority for failed 
banks, to wind down or restructure troubled, systemically significant non -banks. Banks are no 
longer the primary systemically significant players in our financial system The disorderly failure of 
large, interconnected Investment banks, Insurers and other institutions could also trigger cascading 
failures throughout the financial system A carefully designed resolution regime for large non-banks 
would provide much needed market stability by ensuring that the essential functions of failed 
institutions continue relatively uninterrupted Consideration also should be given to expanded use 
of the Bankruptcy Code. An orderly liquidation or restructuring would also help minimi/e the cost 
to taxpayers over the long run. 
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Mortgage Originators 

A ll banks and other mortgage lenders should be required to meet minimum underwriting 
standards Tbev should also adhere to baseline standards for documenting and verifying a 
borrower s ability to repay and for ensuring that loans and credit lines they issue are appropriate 
for particular borrowers. A new consumer product oversight agency could help ensure that 
mortgage lenders adhere to such standards and requirements. Mortgage lenders should be 
required to retain a meaningful residual interest in all loans and credit lines they originate. 

Background 

Over the past 20 years, the link between mortgage underwriting and origination and retention of 
the risk of repayment has become increasingly attenuated Although mortgage bankers and 
brokers, as well as some bank loan officers, have always been paid on the basis of the site of the 
loan and its characteristics, it has become common for brokers and others to be paid more for loans 
with higher interest rates or other characteristics (such as prepayment penalties) that in fact make 
It harder for borrowers to repay. The practice encouraged steenng borrowers to loans for which 
they were not qualified and falsifying income and other data so borrowers could get loans they 
could not afford. Lenders that quickly sold loans to packagers of securitized products had tittle or 
no Interest in the borrowers ability to repay. Ultimately, investors who purchased mortgage- 
backed securities shouldered the credit risk. 

The lack of meaningful federal oversight of consumer credit product providers exacerbated the off- 
loading of risk to investors. Without minimum standards and oversight applied consistently to all 
mortgage lenders, many of the largest mortgage originators - regulated* themselves— and 
competition drove down standards. The consequences were disastrous for borrowers, lenders, 
communities and the economy as a whole. 

Specific Recommendations 

1. Congress should create a new agency to regulate consumer financial products, including 
mortgages. The financial crisis has demonstrated that mortgage originators cannot exercise 
necessary market self -discipline and that current regulatory structures, where they exist, have 
failed to provide appropriate protection for both consumers and investors. The IW6 supports the 
Administration s call for a new federal agency to regulate consumer financial products and payment 
systems. The agency should have broad rulemaking, oversight and enforcement authority. 

2. Banks and other mortgage originators should comply with minimum underwriting standards, 
including documentation and verification requirements. Mortgage originators will make more 
responsible lending decisions if they face minimum underwriting standards that are subject to 
review by federal and state regulators These standards should be based on a realistic appraisal of 
the borrower s ability to repay the debt, taking into account any features that would increase the 
payments in the future. Such standards should also require mortgage originators to obtain and 
verify key financial information from all borrowers and to obtain and retain evidence that the 
borrower has seen and agreed with this information before a loan is closed, federal and state 
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regulators should monitor all mortgage originators for compliance with these practices These 
changes should reduce the race to the bottom* that characterized the last decade. 

3. Mortgage regulators should develop suitability standards and require lenders to comply with 
them. This will help ensure that mongage companies consider carefully whether a particular credit 
product Is appropriate for a particular borrower Innovative features in mortgage products can help 
certain borrowers. But these should be tailored to each borrower's needs and ability to repay, and 
originators should be required to offer consumers the best possible mongage rates, fees and terms 
for which they qualify. 

4 . Mortgage originators should be required to retain a meaningful residual Interest in all loans 
and outstanding credit lines. Having skin in the game* would make lenders more thoughtful 
about the creditworthiness of potential borrowers. Mortgage lenders should be required to retain 
a meaningful Interest In all loans and outstanding credit lines they generate. Federal and state 
regulators should be empowered to determine the minimum holding period and related terms and 
conditions, lenders should be prohibited from hedging these exposures. 

Nationally Recognized Statistical Rating Organizations 

T he failure of Nationally Recognized Statistical Ratings Organizations to alert investors to the 
nsks of many structured products underscores the need for significant change in the 
regulation of credit rating agencies. Congress should grant the SEC greater authority to scrutinize 
NRSROs. Congress and the Administration should consider steps to encourage alternatives to the 
predominant, issuer'pays NRSRO business model. Congress also should eliminate the safe harbor In 
Section 11 of the Securities Act of 1933 that shields rating agencies from liability for due diligence 
failures. And to deter investors from relying too heavily on rating agencies, lawmakers and 
regulators should remove or diminish provisions in laws and regulations that designate minimum 
NRSRO ratings for specific kinds of Investments. 

Background 

Credit ratings Issued by NRSROs are widely embedded In federal and state laws, regulations and 
private contracts. Ratings determine the net capital requirements of financial institutions globally 
under the Basel II capital accords. They also dictate the primary types of Investment securities that 
money market funds and pension funds may hold. Partly as a result, many Institutional Investors 
have come to rely on credit rating agencies as a basic Investment screen, a problem that Is 
exacerbated by the lack of adequate disclosures in the sale of assefbacked securities. 

Despite the semi'official status of NRSROs as financial gatekeepers, the rating agencies face minimal 
federal scrutiny. The Credit Rating Agency Reform Act of 2006 did not much alter that tighnooch* 
oversight Although It standardized the process for NRSRO registration and gave the SEC new 
oversight powers, those powers were limited, ft also expressly ruled out any private right of action 
against an NRSRO 
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The central role that rating agencies played in the financial crisis makes such limited oversight 
untenable. The leading NRSROs Fitch Ratings, Mood/s Investors Service and Standard & Poor's 
Ratings Services maintained high investment’grade ratings on many troubled financial institutions 
until they were on the brink of failure or collapse. And well into the credit crisis, NRSROs 
maintained triple'A ratings on com pie* structured financial instruments despite the poor and 
deteriorating the quality of the sub’ prime assets underlying those securities. 

The conflicted issuer* pays model of many NRSROs contributed to their poor track record Most 
NRSROs are paid by companies and securitizers whose debt they rate With their profitability 
dependent on the rapidly growing business of rating structured finance products, rating agencies 
appear to have been all too willing to assign the high ratings that originators and underwriters 
demanded Questions about the quality of their ratings continued to rise In recent years even as 
they rated more and more complicated Instruments. 

But credit rating agencies' statutory exemption from liability also keeps NRSROs from having to 
answer for their shoddy performance and poorly managed conflicts of interest Credit rating 
agencies have long maintained that their ratings are merely opinions that should be afforded the 
same protection as the opinions of newspapers and other publishers. Judicial rulings have tended 
to support their claim to protected status. 

To be sure, some investors relied too heavily on NRSRO ratings, ignoring warning signs such as the 
rating agencies’ notorious failure to downgrade ratings on Enron and other troubled companies 
until they were on the brink of bankruptcy. And some investors ignored or failed to comprehend 
the fundamental differences between ratings on structured securities and ratings on traditional 
debt instruments. 

Statutory and regulatory reliance on ratings encourages investors to put more faith in the rating 
agencies than they should. If the rating agencies cannot dramatically Improve their rating 
performance, they should be weaned from such official seals of approval. At the very least, legal 
references to ratings should make clear that reliance on them does not satisfy the requirement that 
Investors perform appropriate due diligence to determine the appropriateness of the Investments. 
In other words, ratings should be seen not as a seal of approval for certain investments but as 
defining the investments that should not be considered for a particular purpose. 

The IW6 recognizes that it is not practical to abolish the concept of NRSROs and erase references to 
NRSRO ratings in laws and regulations, at least not with one stroke. Mandates to use ratings are 
embedded In many financial rules. The more practical course for the near term is to reform credit 
rating agency regulation and to work toward reducing or removing references to credit ratings In 
laws and regulations. 


{ 20 \ 



US Financial Regulatory Reform: The Investors' Perspective 


Specific Recommendations 

1. Congress and the Administration should consider ways to encourage alternatives to the 
predominant Issuer-pays NRSRO business model. In addition, the fees earned by the NRSROs 
should vest over a period of time equal to the average duration of the bonds. Fees should vest 
based on the performance of the original ratings and changes to those ratings over time relative to 
the credit performance of the bonds. Credit rating agencies that continue to operate under the 
issuer-pays model should be subject to the strictest regulation. 

2. Congress and the Administration should bolster the SEC s position as a strong, independent 
overseer of NRSROs. The SEC s authority to regulate rating agency practices, disclosures and 
conflicts of interest should be expanded and strengthened. The SEC should also be empowered to 
coordinate the reduction of reliance on ratings. 

3. NRSROs should be required to manage and disclose conflicts of interest. As an immediate step, 
NRSROs should be required to create an executive-level compliance officer position More 
complete, prominent and consistent disclosures of conflicts of interest are also needed, And credit 
raters should disclose the name of any client that generates more than 10 percent of the firm s 
revenues. 

4. NRSROs should be held to a higher standard of accountability. Congress should eliminate the 
effective exemption from liability provided to credit rating agencies under Section 11 of the 
Securities Act of 1933 for ratings paid for by the issuer or offering participants. This change would 
make rating agencies more diligent about the ratings process and. ultimately, more accountable for 
sloppy performance. 

NRSROs should not rate products for which they lack sufficient information and expertise to assess. 
Credit rating agenbes should only rate instruments for which they have adequate information and 
should be legally vulnerable if they do otherwise. This would effectively limit their ability to offer 
ratings for certain products. For example, rating agencies should be restricted from rating any 
product that has a structure dependent on market pridng. They should not be permitted to rate 
any product where they cannot disclose the specifics of the underlying assets Credit rating 
agencies should be restricted from taking the metrics and methodology for one class of investment 
to rate another class without compelling evidence of comparability. 

5. Reliance on NRSRO ratings should be greatly reduced by statutory and regulatory amendments. 
Market participants should reduce their dependence on ratings in making investment decisions. 
Many statutes and rules that require certain investors to hold only securities with specific ratings 
encouraged some investors to rely too heavily on credit ratings Eliminating these safe harbors over 
time, or clarifying that reliance on the rating does not satisfy due diligence obligations, would force 
Investors to seek additional and alternative assessments of credit risk. 
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C. Corporate Governance 


I nvestors need better tools to hold managers and directors accountable for their actions. 

Improved corporate governance requirements would also help restore trust In the integrity of 
U.S. financial markets. In particular, shareowners ability to hold an advisory vote on the 
compensation of senior executives, as well as their ability to nominate and elect directors, must be 
enhanced. Board independence should also be strengthened. 

Background 

The global financial crisis represents a massive failure of oversight. Vigorous regulation alone 
cannot address all of the abuses that paved the way to financial disaster. Shareowner'drrven 
market discipline Is also critical. Too many CTOs pursued excessively risky strategies or Investments 
that bankrupted their companies or weakened them financially for years to come. Boards were 
often complacent, falling to challenge or rein in reckless senior executives who threw caution to the 
wind. And too many boards approved executrve compensation plans that rewarded excessive risk* 
taking. 

But shareowners currently have few ways to hold directors feet to the fire. The primary role of 
shareowners is to elect and remove directors, but major roadblocks bar the way. Federal proxy 
rules prohibit shareowners from placing the names of their own director candidates on proxy cards. 
Shareowners who want to run their own candidates for board seats must mount costly full'blown 
election contests Another wrinkle in the proxy voting system is that relatively few U.S. companies 
have adopted majority voting for directors. Most elect directors using the plurality standard, by 
which shareowners may vote for, but not against, a nominee. If they oppose a particular nominee, 
they may only withhold their votes. As a consequence, a nominee only needs one " for" vote to be 
elected and unseating a director is virtually impossible. 

Poorly structured pay plans that rewarded short'term but unsustainable performance encouraged 
CEOs to pursue risky strategies that hobbled one financial Institution after another and tarnished 
the credibility of U.S. financial markets. To remedy this situation, stronger governance checks on 
runaway pay are needed. 

Specific Recommendations 

1. In uncontested elections, directors should be elected by a majority of votes cast At many U.S. 
public companies, directors in uncontested elections are elected by a plurality ol votes cast. An 
uncootested election occurs when the number of director candidates equals the number of 
available board seats. Plurality voting In uncontested situations results in ' rubber stamp' elections. 
Majority voting in uncontested elections ensures that shareowners votes count and makes 
directors more accountable to shareowners. Plurality voting for contested elections should be 
allowed because investors have a more meaningful choice in those elections. 
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2. Shareowners should have the right to place director nominees on the company s proxy. In the 
United States, unlike most of Europe, the only way that shareowners can run their own candidates 
Is by waging a full-blown election contest printing and mailing their own proxy cards to 
shareowners For most investors, that is onerous and prohibitively expensive. A measured right of 
access would invigorate board elections and make boards more responsive to shareowners, more 
thoughtful about whom they nominate to serve as directors and more vigilant in their oversight of 
companies. Federal securities laws should be amended to affirm the SEC s authority to promulgate 
rules allowing shareowners to place their nominees for directors on the company s proxy card. 

3. Boards of directors should determine whether the chair and CEO roles should be separated or 
whether some other method, such as lead director, should be used to provide independent board 
oversight or leadership when required. Boards of directors should be encouraged to separate the 
roles of chair and CEO or explain why they have adopted another method to assure independent 
leadership of the board. 

4 . Exchanges should adopt listing standards that require compensation advisers to corporate 
boards to be independent of management Compensation consultants play a key role in the pay- 
setting process. But conflicts of interest may lead them to offer biased advice. Most firms that 
provide compensation consulting services to boards also provide other kinds of services to 
management, such as benefits administration, human resources consulting and actuarial services. 
These other services can be far more lucrative than advising compensation committees. Conflicts of 
interest contribute to a ratcheting-up effect for executrve pay. They should be minimited and 
disclosed. 

5. Companies should give shareowners an annual advisory vote on executive compensation. 
Nonbinding shareowner votes on pay would make board compensation committees more careful 
about doling out rich rewards to underperforming CEOs, and thus would avoid the embarrassment 
of shareowner refection at the ballot box. So-called - say on pay* votes would open up dialogue 
between boards and shareowners about pay concerns. 

6. Federal clawback provisions on unearned executive pay should be strengthened. Clawback 
policies discourage executives from taking questionable actions that temporarily lift share prices 
but ultimately result in financial restatements Senior executives should be required to return 
unearned bonus and incentive payments that were awarded as a result of fraudulent activity. 
Incorrectly stated financial results or some other cause. The Sarbanes-Oxley Act of 2002 required 
boards to go after unearned CEO income, but the Act s language is too narrow It applies only in 
cases where misconduct is proven— which occurs rarely because most cases result In settlements 
where charges are neither admitted nor denied— and only covers CEO and CFO compensation 
Many courts, moreover, have refused to allow this provision to be enforced via private rights of 
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II. Systemic Risk Oversight Board 

T he Investors Working Group believes there is an immediate need to monitor and respond to 
risks to the entire financial system posed by large, complex, interconnected institutions, 
practices and products and supports the creation of an independent Systemic Risk Oversight Board 
to supplement, not supplant, the functions of existing federal financial regulators. The mission of 
the board should include collecting and analyzing the risk exposure of bank and non-bank financial 
Institutions, as well as those institutions practices and products that could threaten the stability of 
the financial system and the broader U.$. economy; reporting on those risks and any other systemic 
vulnerabilities; and recommending steps regulators should take to reduce those risks. 

The Systemic Risk Oversight Board would fill an Immediate void on systemic issues, and Its future 
would be shaped by the findings of the Financial Crisis Inquiry Commission. 

Background 

The current U.S. system of financial regulation was not designed to monitor and respond to risks to 
the entire financial system posed by the Interconnectedness of complex Institutions, practices and 
products. To properly address the range of significant threats to the broader financial system, we 
need better and more coordinated information about a wide range of exposures Mechanisms to 
identify and assess information on rapidly expanding markets and products also are critical 

Many factors contributed to the financial crisis, including excessive leverage, lax mortgage 
underwnting standards and a weak understanding of the risk profiles of complex securitized 
products Just as devastating, however, was the absence of any oversight mechanism to track and 
sound early warnings about the extent to which financial institutions had taken on excessive 
leverage or held dangerously large concentrations of specific securities. 

Individual exposures and the interconnections between institutions with significant exposures were 
misunderstood or not recognized and, in many cases, hidden from view. AIG was widely recognized 
as the king of credit-default swaps. But few appreciated that AIG s activities in the COS market 
could not just produce catastrophic losses for the company; they imperiled dozens of AJG s 
counterparties too The failure to count and connect the dots applied to highly regulated entities as 
well as those, such as hedge funds and private equity firms, which were lightly or not at all 
supervised. Even now. regulators world-wide are still sorting out the number and Interrelations of 
many structured financial Instruments. 

One clear lesson of the financial crisis is the need for an ongoing effort to aggregate and analyze 
relevant risk exposure Information across firms, securities instruments and markets. This oversight 
must keep up with financial innovation and be able to coordinate with regulators outside the 
United States. And It must suggest corrective steps before particular risks grow big or concentrated 
enough to threaten entire markets or economic sectors. 
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By taking a panoramic view, a Systemic Risk Oversight Board would be quicker to recognize 
emerging threats than would regulators that tend to focus more narrowly on the salety and 
soundness of individual institutions or on conduct that harms consumer s and investors. In 
particular, the board would be able to identify practices designed to escape regulatory attention 
and other efforts by firms or individuals to exploit the cracks between various agencies 
jurisdictions. 

Much of the discussion surrounding systemic risk oversight has focused on two alternative 
approaches. One Is to set up a strong systemic regulator in the more traditional sense: an agency 
with statutory authority that permits It to analyze and take direct action to contain or defuse 
emerging systemic risks before they wreak havoc. The other approach envisions a hybrid advisory 
council that would be a research- and information-sharmg body with formal regulatory powers to 
address systemic imbalances. This - college of cardinals,* as Senator Mark Warner (D-VA) has 
dubbed it. would have regulatory and enforcement authority and perhaps consist of the heads of 
key financial regulators. 

The IWG believes both of these approaches have maior drawbacks. First, the Administration and 
others in favor of a macro regulator with expansive, plenary authority over systemic risk regulation 
envision the Federal Reserve playing that role. But that would vest far too much authority In an 
agency whose credibility has been damaged by its own part in the financial cataclysm. The Fed s 
easy credit policies, pursued with the aim of stimulating the economy, enabled financial firms to 
lever up to sky-high levels and amass large concentrations of risky complex securitized products 
The potential for conflict between monetary policy, the Fed s primary responsibility, and systemic 
oversight also argues against making the Fed the systemic risk regulator. 

The Federal Reserve s existing duties are daunting enough Besides crafting monetary policy, the 
Fed also supervises bank holding companies and the U.S. activities of foreign-owned banks and 
manages the vast U.S. payments system. Regulating systemic risk would heap too much 
responsibility on the Fed s already-full plate. Finally, the Federal Reserve s tendency to favor 
secrecy over public disclosure could undermine transparency and crucial consumer and Investor 
protections. 

The IWG also is concerned about systemic oversight via a coordinating council of existing financial 
regulators. Such a council would add a layer of regulatory bureaucracy without closing the gaps 
that regulators currently have in skills, experience and authority needed to track systemic risk 
comprehensively. 

The IWG believes that a Systemic Risk Oversight Board would strike an appropriate balance 
between the two models. We advocate immediate creation of an independent board vested with 
broad powers to examine information from both bank and non-bank financial institutions and their 
regulators. The board would also have the authority to make recommendations to the appropriate 
regulators about how to address potential systemic threats. Regulators would either have to 
comply or justify an alternative course of action. In this way, existing regulators would still have the 
primary role In addressing systemic risk but could not Ignore the board s findings or advice. 



US Financial Regulatory Reform: The Investors' perspective 


The long-term approach to systemic risk issues and the rote of the Systemic Risk Oversight Board 
should hmge on the results of the Financial Crisis Inquiry Commission One option would be for the 
Systemic Risk Oversight Board to evolve into a full-fledged regulator, if that Is what policymakers 
determine is best. 

Specific Recommendations 

1. Congress should create an independent governmental Systemic Risk Oversight Board. To 
function efficiently, the board should consist of a chair and no more than four other members. All 
should be presidential appointees confirmed by the U S. Senate. The board would be accountable 
primarily to Congress. 

2. The board s budget should ensure its independence from the firms it examines. Funding should 
be adequate and sustainable to attract and retain highly competent board members and staff 
Appropriate funding options Include an industry assessment fee similar to that of the Public 
Company Accounting Oversight Board (PCA08). 

3. All board members should be full-time and independent of government agencies and financial 
institutions. Members should possess broad financial market knowledge and expertise. 

Collectively, the members should have backgrounds m investment practice, risk management and 
modeling, market operations, financial engineering and structured products. Investment analysis, 
counterparty matters and forensic accounting. 

4 . The board should have a dedicated, highly skilled staff. Staffers should have a range ol key skills 
and experiences and work exclusively for the board. They should be experts who understand the 
components and complexities of systemic risk and how to fully examine critical interconnections 
between firms and markets. To attract and retain top-notch Individuals, staff and board member 
salaries should be commensurate with those of the PCAOB. 

5. The board should have the authority to gather all information it deems relevant to systemic 
risk. The IWG believes that federal regulators do not currently have the full scope and depth of 
information they need to understand systemic risks in the U S. financial system, much less the 
behavior of those risks In the context of global markets. For the Systemic Risk Oversight Board to 
have that capability. It should develop a timely way to identify a broad range of threats emanating 
from institutions, markets, practices, financial instruments and emerging products. Therefore, the 
board should have the legal authority to gather all the financial information it deems necessary to 
assess systemic vulnerabilities. 

Defining such threats is not a static process. Systemic risks do not lurk only in systemically 
significant institutions. Highly concentrated market segments or critical financial instruments can 
threaten the health of the financial system. Risk may be baked Into regulation in ways that are not 
well understood. For exampie. the financial crisis has reveaJed the danger to the markets of rules 
that make credit rating agencies gatekeepers for issuing debt without ensuring that they are 
independent and accountable for the accuracy of their ratings 
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US. Financial Regulatory Reform: The Investors' Perspective 


The board would need to develop appropriate procedures for determining which entities to 
examine and what information to review. It would need a degree of flexibility so that Its focus and 
examinations could adjust to shifts in market conditions. The board and staff should be able to use 
their professional judgment to determine the scope of analysis for financial institutions, products or 
practices The board should also have the authority to hire consultants and other experts as 
needed. 

6. The board should report to regulators any findings that require prompt action to relieve 
systemic pressures and should make periodic reports to Congress and the public on the status of 
systemic risks. If appropriate, the board would also report its findings to specific companies and 
other institutions. The board should take steps to mitigate any severe market reactions or 
disruptions that could occur as a result of its reports. How the board reports Its activities and 
findings should take Into consideration the confidential nature of much of the Information it will 
gather and the potential for market mayhem If Information is not dealt with properly. 

The board should also provide comprehensive, periodic reports on the state of systemic risks to all 
relevant regulators and Congress or committees designated by Congress as well as the public. As 
appropriate, the board should consult with systemic risk overseers outside the United States The 
board should consult with regulators and Congress about the nature of any information it releases 
publicly. 

7. The board should strive to offer regulators unbiased, substantive recommendations on 
appropriate action. As an independent monitor, the board should identify firms and markets that 
arc at risk before significant damage is done. This might entail identifying exposures, modeling 
potential solutions and communicating those recommendations fully and dearly to regulators. 
Regulators should determine whether and how to implement the board s recommendations. 

Where appropriate, the board should coordinate its recommendations with those of overseas 
systemic risk overseers. 

8. Regulators should have latitude to implement the oversight board s recommendations on a 
"comply or explain" bash. Regulators are generally better positioned to understand the 
operational and practical implications of a proposed regulatory action, and a regulator may believe 
that it would be appropriate to refine or modify a recommendation of the board. For this reason, 
the IWG does not believe that the Systemic Risk Oversight Board should have regulatory authority 
or other powers to force a regulator to implement a recommendation. 

Instead, the recommendations would shift the onus of systemic risk mitigation onto regulators, by 
requiring them either to 1) adopt and Implement the recommendation(s) as suggested, 2) refine 
and modify the recommendations as they deem necessary, or 3) reject them and take no further 
action or follow another course. In the case of options 2 or 3 above, the regulator would provide 
the board a detailed explanation of Its response. This should Include a discussion of any alternative 
approach to address the systemic risk the board Identified. The regulator should also address any 
concerns or issues that could emerge if its alternative approach is not consistent with the 
coordinated response of other regulators. If the board is not satisfied with the regulator s 
response, it should communicate its concerns to the President and appropriate Congressional 
authorities 


{ 27 > 



126 


About the Sponsoring Organizations 


About the CFA Institute Centre for Financial Market Integrity 
The CFA Institute Centre for Financial Market Integrity develops timely, practical solutions to global 
capital market issues, while advancing investors interests by promoting the highest standards of 
ethics and professionalism within the investment community worldwide. It builds upon the 40-year 
history of standards and advocacy work of CFA Institute, especially its Code of Ethics and Standards 
of Professional Conduct for the investment profession, which were first established in the 1960s. In 
2007, the CFA Institute Centre published Self Regulation in Today's Securities Markets: Outdared 
System or Work in Progress?, a report that explored the failure of the current system of self- 
regulation to keep pace with the dramatic evolution of the global economy. 

About the Council of Institutional Investors 

The Council of Institutional Investors is a nonprofit association of public, union and corporate 
pension funds with combined assets exceeding $3 trillion, Member funds are major long-term 
shareowners with a duty to protect the retirement assets of millions of American workers. The 
Council strives to educate its members, policymakers and the public about good corporate 
governance, shareowner rights and related investment issues, and to advocate on our members' 
behalf. Corporate governance involves the structure of relationships between shareowners, 
directors and managers of a company. Good corporate governance is a system of checks and 
balances that fosters transparency, responsibility, accountability and market integrity. 


For further details about the Investors Working Group or this report: 


contact: 

Linda Rittenhouse 

CFA Institute Centre for Financial Market Integrity 

linda.rittenhousegtfaiflstitute.org 

434.951.5333 


contact: 

Amy Borrus 

Council of Institutional Investors 
amvPcii.org 
202.822.0800 
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PREPARED STATEMENT OF JOHN J. CASTELLANI 

President, Business Roundtable 

July 29, 2009 

Introduction 

Business Roundtable (www.businessroundtable.org) is an association of chief exec- 
utive officers of leading U.S. companies with more than $5 trillion in annual reve- 
nues and nearly 10 million employees. Member companies comprise nearly a third 
of the total value of the U.S. stock markets and pay nearly half of all corporate in- 
come taxes paid to the Federal Government. Annually, they return $133 billion in 
dividends to shareholders and the economy. Business Roundtable companies give 
more than $7 billion a year in combined charitable contributions, representing near- 
ly 60 percent of total corporate giving. They are technology innovation leaders, with 
$70 billion in annual research and development spending — more than a third of the 
total private R&D spending in the United States. 

We appreciate the opportunity to participate in this hearing on “Protecting Share- 
holders and Restoring Public Confidence by Improving Corporate Governance.” 
Business Roundtable has long been at the forefront of efforts to improve corporate 
governance. We have been issuing “best practices” statements in this area for three 
decades, including Principles of Corporate Governance (November 2005), The Nomi- 
nating Process and Corporate Governance Committees: Principles and Commentary 
(April 2004), Guidelines for Shareholder-Director Communications (May 2005), and 
Executive Compensation: Principles and Commentary (January 2007) (attached as 
Exhibits I through IV). More recently, Business Roundtable became a signatory to 
Long-Term Value Creation: Guiding Principles for Corporations and Investors, also 
known as The Aspen Principles, a set of principles drafted in response to concerns 
about the corrosiveness that short-term pressures exert on companies. The signato- 
ries to The Aspen Principles are a group of business organizations, institutional in- 
vestors and labor unions, including the AFL-CIO, Council of Institutional Investors, 
and TIAA-CREF, who are committed to encouraging and implementing best cor- 
porate governance practices and long-term management and value-creation strate- 
gies. In addition, Business Roundtable recently published its Principles for Respond- 
ing to the Financial Markets Crisis (2009) (attached as Exhibit V), and many of our 
suggestions have been reflected in the Administration’s proposal to reform the finan- 
cial regulatory system. 

At the outset, we must respectfully take issue with the premise that corporate 
governance was a significant cause of the current financial crisis. 1 It likely stemmed 
from a variety of complex financial factors, including major failures of a regulatory 
system, over-leveraged financial markets and a real estate bubble. 2 But even ex- 
perts disagree about the crisis’s origins. 3 Notably, with the support of Business 
Roundtable, Congress recently established the Financial Crisis Inquiry Commission 
to investigate the causes of the crisis. 4 

Because the recently established Financial Crisis Inquiry Commission is just 
starting its work, any attempt to make policy in response to those purported causes 
would seem premature. In fact, a legitimate concern is that many of the proposals 
currently being suggested could even exacerbate factors that may have contributed 
to the crisis. For example, commentators have asserted that the emphasis of certain 
institutional investors on short-term gains at the expense of long-term, sustainable 
growth played a role in the crisis. 5 Some of the current corporate governance pro- 
posals, including a universal “say-on-pay” right and the Securities and Exchange 
Commission’s recent proposal for a mandatory process access regime, may actually 
exacerbate the emphasis on short-term gains. One large institutional investor, the 
New Jersey State Investment Council, recently expressed this concern, stating that, 
“we do not want a regime where the primary effect is to empower corporate raiders 


1 See Lawrence Mitchell, "Protect Industry From Predatory Speculators”, Financial Times, 
July 8, 2009. Professor Mitchell, a George Washington University law professor, argues that it 
is “hyperbolic” to suggest that inattentive boards had anything significant to do with the current 
recession. 

2 See Robert G. Wilmers, “Where the Crisis Came From”, The Washington Post, July 27, 2009. 

3 Ben S. Bernanke, “Four Questions About the Financial Crisis” (Apr. 14, 2009), available at 
http:/ / www.federalreserve.gov / newsevents / speech / bernanke20090414a.htm. 

4 Stephen Labton, “A Panel Is Named To Examine Causes of the Economic Crisis”, N.Y. 
Times, July 16, 2009, at B3. 

5 See Lawrence Mitchell, "Protect Industry From Predatory Speculators”, Financial Times, 
July 8, 2009. 
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with a short-term focus.” 6 Thus, we must be cautious that in our zeal to address 
the financial crisis, we do not jeopardize companies’ ability to create the jobs, prod- 
ucts, services and benefits that improve the economic well-being of all Americans. 

Moreover, the problems giving rise to the financial crisis occurred at a specific 
group of companies in the financial services industry. Having the Federal Govern- 
ment impose a universal one-size-fits-all corporate governance regime on all public 
companies based on the experience at a small subset of companies could undermine 
the stability of boards of directors and place corporations under even greater pres- 
sure for short-term performance. 

We also cannot ignore the sweeping transformation in corporate governance prac- 
tices in the past 6 years, many of which have been adopted voluntarily by corpora- 
tions, sometimes in response to shareholder requests. Similarly, State corporate law 
has been the bedrock upon which the modern business corporation has been created 
and it remains the appropriate and most effective source for law as it applies to cor- 
porate governance. It has been responsive to developments in corporate governance, 
most recently to majority voting for directors, proxy access, and proxy contest reim- 
bursement. Further, the SEC plays an active role in seeing that shareholders re- 
ceive the information they need to make informed voting decisions, and, in this re- 
gard, recently has issued a number of proposals designed to provide shareholders 
with additional corporate governance information. 

Recent Developments in Corporate Governance 

The past few years have seen a sea change in corporate governance through a 
combination of legislation, rule making by the SEC and the securities markets and 
voluntary action by companies. As long-time advocates for improved corporate gov- 
ernance, Business Roundtable has supported and helped effect many of these 
changes while simultaneously working to ensure that they provide necessary oper- 
ational flexibility and avoid unintended negative consequences. 

Board Independence 

In the past several years, public companies have taken a number of steps to en- 
hance board independence. First, there has been a significant increase in the num- 
ber of independent directors serving on boards. A 2008 Business Roundtable Survey 
of member companies (attached as Exhibit VI) indicated that at least 90 percent of 
our member companies’ boards are at least 80 percent independent. According to the 
RiskMetrics Group 2009 Board Practices, average board independence at S&P 1,500 
companies increased from 69 percent in 2003 to 78 percent in 2008. According to 
the same study, in 2008, 85 percent of S&P 1,500 companies, and 91 percent of S&P 
500 companies, had boards that were at least two-thirds independent. 

Second, directors increasingly meet in regular “executive sessions” outside the 
presence of management and 75 percent of our member companies hold executive 
sessions at every meeting, compared to 55 percent in 2003. Moreover, the NYSE list- 
ing standards require a nonmanagement director to preside over these executive 
sessions and require companies to disclose in their proxy materials how interested 
parties may communicate directly with the presiding director or the nonmanage- 
ment directors as a group. 

Third, there has been a steady increase in the number of companies that have 
appointed a separate chairman of the board. According to the RiskMetrics Group 
2009 Board Practices survey, from 2003 to 2008, the number of S&P 1,500 compa- 
nies with separate chairmen of the board increased from 30 percent to 46 percent. 
Moreover, many companies without an independent chair have appointed a lead or 
presiding director in order to provide for independent board leadership. A 2007 
Business Roundtable survey of member companies indicated that 91 percent of com- 
panies have an independent chairman or an independent lead or presiding director, 
up from 55 percent in 2003. According to the 2008 Spencer Stuart Board Index, by 
mid-2008, 95 percent of S&P 500 companies had a lead or presiding director, up 
from 36 percent in 2003. Lead directors’ duties are often similar to those of an inde- 
pendent chairman and include: presiding at all meetings of the board at which the 
chairman is not present, including executive sessions of the independent directors; 
serving as liaison between the chairman and independent directors; approving infor- 
mation sent to the board; approving meeting agendas for the board; approving meet- 
ing schedules to assure that there is sufficient time for discussion of all agenda 
items; having authority to call meetings of the independent directors; being avail- 
able for consultation and direct communication with major shareholders; and serv- 
ing as interim leadership in the event of an emergency succession situation. Many 


6 Letter from Orin S. Kramer, Chair, New Jersey State Investment Council to Mary Schapiro, 
Chairman, Securities and Exchange Commission re: comments on File S7-10-09 (July 9, 2009). 
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companies provide information about their board leadership structures in their cor- 
porate governance guidelines, their proxy statements or both, and the SEC recently 
has proposed to require disclosure about a company’s leadership structure and why 
that structure is appropriate for the company. 

Finally, various organizations are focusing on voluntary steps that companies can 
take to enhance independent board leadership. In the spring of 2009, the National 
Association of Corporate Directors, with the support of Business Roundtable, issued 
a set of Key Agreed Principles To Strengthen Corporate Governance for U.S. Pub- 
licly Traded Companies. One “key agreed principle” states that boards should have 
independent leadership, either through an independent chairman or a lead/presiding 
director, as determined by the independent directors. The principles further rec- 
ommend that boards evaluate their independent leadership annually. In March 
2009, the Chairman’s Forum, an organization of nonexecutive chairmen of U.S. and 
Canadian public companies, issued a policy briefing calling on companies to appoint 
an independent chairman upon the succession of any combined chairman/CEO. The 
policy briefing recognizes, however, that particular circumstances may warrant a 
different leadership structure and recommends, in these instances, that companies 
explain to shareholders why combining the positions of chairman and CEO rep- 
resents a superior approach. 

Majority Voting and Annual Elections 

Companies also have taken steps to enhance accountability through the adoption 
of majority voting standards for the election of directors and the establishment of 
annual elections for directors. Historically, most U.S. public companies have used 
a plurality voting standard in director elections. Under plurality voting, the director 
nominees for available board seats who receive the highest number of “For” votes 
are elected. In a typical annual election, the number of nominees equals the number 
of available Board seats, so if at least one share is voted “For” the election or reelec- 
tion of a nominee, the nominee will gain or retain a seat on the Board. Accordingly, 
director nominees in uncontested elections are assured election. Under a majority 
voting regime, a candidate must receive a majority of votes cast in order to retain 
his or her board seat. Majority voting thus increases shareholder influence and en- 
courages greater board accountability. 

In 2004, several labor unions and other shareholder groups began to broadly advo- 
cate that companies adopt a majority vote standard in uncontested director elec- 
tions, in order to demonstrate directors’ accountability to shareholders. Companies 
and shareholders alike recognized the merits of a majority voting standard and this 
corporate governance enhancement was quickly adopted by many companies. Ac- 
cording to our 2008 Survey of Corporate Governance Trends, 75 percent of our mem- 
ber companies have adopted some form of majority voting for directors. According 
to the leading study on majority voting, as of October 2008, more than 70 percent 
of S&P 500 companies had adopted some form of majority voting, as compared with 
only 16 percent in 2006, 7 and mid- and small-cap companies increasingly are adopt- 
ing majority voting as well. 8 

A growing number of companies have moved to annual director elections too. Ac- 
cording to the RiskMetrics Group 2009 Board Practices survey, 64 percent of S&P 
500 companies held annual director elections in 2008 as compared to only 44 per- 
cent in 2004. Likewise, 50 percent of S&P 1,500 companies held annual director 
elections in 2008, and the number of S&P 1,500 companies with classified boards 
had decreased to 50 percent in 2008 from 61 percent in 2004. The decrease in the 
prevalence of classified boards is reflected across mid- and small-cap companies as 
well. 9 However, as discussed below, there are reasons why some companies believe 
it is in the best interests of their shareholders to retain their classified boards. 

One Size Does Not Fit All 

While Business Roundtable consistently has worked toward enhancing corporate 
governance practices, we strongly believe that with respect to many of these prac- 
tices a “one-size-fits-all” approach simply will not work. Companies vary tremen- 
dously in their size, shareholder base, centralization and other factors that can 
change over time. Attempting to shoehorn all companies, whether it is a Fortune 
50 company or a small company with a single significant shareholder, into the same 


7 Melissa Klein Aguilar, “Shareholder Voice Getting Louder, Stronger”, Compliance Week (Oct. 
21, 2008) available at http://www.complianceweek.com/article/5113/shareholder-voices-getting- 
louder -stronger (quoting Claudia Allen, author of Study of Majority Voting in Director Elections). 

8 See Claudia H. Allen, Study of Majority Voting in Director Elections (Feb. 5, 2007) available 
at http:/ / www.ngelaw.com / files / upload 7 majoritystudylll207.pdf 

9 See RiskMetrics Group, Board Practices: The Structure of Boards of Directors at S&P 1,500 
Companies (2008). 
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corporate governance regime deprives companies and their shareholders of choices 
about the practices that will enable them to operate their businesses in a way that 
most effectively creates the jobs, products, services, and benefits that improve the 
economic well-being of all Americans. In this regard, corporate governance initia- 
tives intended to improve corporate functioning and protect shareholders can actu- 
ally end up harming companies and the interests of the shareholders they were 
meant to protect. This realization has been echoed by others including the New Jer- 
sey Investment Council, which oversees the New Jersey $63 billion public pension 
system. The Council recently stated in a letter to SEC Chairman Mary Schapiro 
that it is “troubled by the proliferation of rigid prescriptive responses, which are 
costly, time-consuming, unresponsive to the individual fact settings surrounding 
specific companies and industries, and which may correlate only randomly with the 
creation of shareholder value.” 10 

For instance, despite the increasing trend of annual director elections, some com- 
panies have concluded that it is in the best interest of their shareholders to retain 
a classified board. In this regard, some economic studies have found that a classified 
board can enhance a board’s ability to negotiate the best results for shareholders 
in a potential takeover situation by giving the incumbent directors additional oppor- 
tunity to evaluate the adequacy and fairness of any takeover proposal, negotiate on 
behalf of all shareholders and weigh alternative methods of maximizing shareholder 
value. 11 In addition, classified boards can have other advantages, including greater 
continuity, institutional memory and stability, thereby permitting directors to take 
a longer-term view with respect to corporate strategy and shareholder value. Some 
recent proposed legislation, however, would deprive boards of directors and share- 
holders of this choice. 12 

Likewise, Business Roundtable believes that it is critical for boards of directors 
to have independent board leadership, but a single method of providing that leader- 
ship is not appropriate for all companies at all times. While some companies have 
separated the position of chairman of the board and chief executive officer, others 
have voluntarily established lead independent or presiding directors. This illustrates 
the need for, and advantages of, an individualized approach and demonstrates that 
a universally mandated approach is neither necessary nor desirable. 13 It would, in 
fact, deprive boards of directors, and indeed shareholders, of the flexibility to estab- 
lish the leadership structure that they believe will best equip their companies to 
govern themselves most effectively for long-term growth and value creation. 

State Law Is the Bedrock for Effective Corporate Governance 

Historically, for more than 200 years, State corporations statutes have been the 
primary source of corporate law and have enabled thoughtful and effective corporate 
governance policies and practices to be developed. In large part, this stems from the 
flexibility and responsiveness of State corporate law in responding to evolving cir- 
cumstances. In this regard, State corporate law is described as “enabling” because 
it generally gives corporations flexibility to structure their governance operations in 
a manner appropriate to the conduct of their business. It also preserves a role for 
private ordering and shareholder choice by permitting shareholder proposed bylaws 
to address corporate governance issues. 

Where a corporation and its shareholders determine that a particular governance 
structure — such as a majority voting regime — is appropriate, enabling statutes per- 
mit, but do not mandate, its adoption. And when changes in State corporate law 
are determined to be necessary, such as to facilitate changes to a majority voting 
standard, States responded by amending their statutes. For example, Delaware 
amended its corporate law to provide that, if shareholders approve a bylaw amend- 
ment providing for a majority vote standard in the election of directors, a company’s 
board of directors may not amend or repeal the shareholder-approved bylaw. 14 
Other States have also amended their corporations statutes to address majority vot- 


10 Letter from Orin S. Kramer, Chair, New Jersey State Investment Council to Mary 
Schapiro, Chairman, Securities and Exchange Commission re: comments on File S7-10-09 (July 
9, 2009). 

11 Sce„ e.g., M. Sinan Goktan, et al., “Corporate Governance and Takeover Gains” (Working 
Paper 2008) available at http: / / www.fma.org / Texas /Papers! 

corpgov takeovergains_fma2008.pdf; Lucian A. Bebchuk, et al., “The Powerful Antitakeover 

Force of Staggered Boards: Theory”, Evidence and Policy, 54 Stanford L. Rev. 887—951 (2002). 

12 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. §3 (2009). 

13 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. §5 (2009) and Shareholder 
Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009). 

“Delaware General Corporations Law §216 (2009). 
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ing as well, including California, Nevada, North Dakota, Ohio, Utah, and others. 15 
In addition, the American Bar Association approved amendments to the Model Busi- 
ness Corporation Act, which 30 States have adopted, permitting a company’s board 
or shareholders to adopt majority voting in director elections through bylaw amend- 
ments rather than through a more cumbersome process. 16 

Most recently, in April of this year, Delaware amended its corporate law to clarify 
the ability of companies and their shareholders to adopt proxy access bylaws, as 
well as bylaws providing for the reimbursement of expenses incurred by a share- 
holder in connection with the solicitation of proxies for the election of directors. 17 
New Section 112 of the Delaware General Corporation Law permits a company to 
amend its bylaws to provide that shareholders may include in the company’s proxy 
materials shareholder nominees for director positions. The bylaws may condition the 
obligation to include shareholder nominees on the satisfaction of eligibility require- 
ments and/or compliance with procedures set forth in the bylaws. New Section 113 
permits shareholders to adopt bylaws that require the company to reimburse ex- 
penses incurred by a shareholder in connection with the solicitation of proxies for 
the election of directors. The American Bar Association is considering similar 
amendments to the Model Business Corporation Act. 18 Like the majority voting en- 
abling legislation described above, these reforms will allow companies and their 
shareholders to determine whether the costs of proxy access and proxy reimburse- 
ment outweigh the benefits for a particular company. 

In contrast to the enabling approach of State corporate law, some recently pro- 
posed Federal legislation in response to the financial crisis, the Shareholder Bill of 
Rights Act of 2009 19 and the Shareholder Empowerment Act of 2009, 20 would man- 
date specific board structures. Such Federal Government intrusion into corporate 
governance matters would be largely unprecedented as the Federal Government’s 
role in corporate governance traditionally has been limited. The Sarbanes-Oxley Act 
of 2002 did not change the role of the States as the primary source of corporate law; 
rather, it was a rare instance of Federal action in the area of corporate governance. 

Shareholders Have Effective Means of Influencing Corporate Governance 

Under the existing corporate governance framework, shareholders have the ability 
to make their views known to the companies in which they invest through a variety 
of methods. First, many companies provide means for shareholders to communicate 
with the board about various matters, including recommendations for director can- 
didates and the director election process in general. In this regard, in 2003 the SEC 
adopted rules requiring enhanced disclosure about companies’ procedures for share- 
holder communication with the board and for shareholders’ recommendations of di- 
rector candidates. 21 In addition, companies listed on the New York Stock Exchange 
must have publicized mechanisms for interested parties, including shareholders, to 
make their concerns known to the company’s nonmanagement directors. 22 The 
SEC’s 2008 rules regarding electronic shareholder forums also provided additional 
mechanisms for communications between the board and shareholders. 23 According 
to a 2008 survey, board members or members of management of nearly 45 percent 
of surveyed S&P 500 companies reached out to shareholders proactively. 24 

Second, shareholders can submit proposals to be included in company proxy mate- 
rials. These proposals have been an avenue for shareholders to express their views 
with respect to various corporate governance matters. For example, the CEO of 
Bank of America stepped down as chairman of the board this year after a majority 
of shareholders approved a binding bylaw amendment requiring an independent 


15 See California Corporations Code §708.5 (2009); Nevada General Corporation Law §330 
(2009); North Dakota Century Code §10-35-09 (2009); Ohio General Corporation Law §1701.55 
(2009); and Utah Revised Business Corporation Act §728 (2009). 

16 Model Business Corporation Act §10.22 (2006). 

17 Delaware General Corporation Law §§112 and 113. 

18 See Press Release, American Bar Association Section of Business Law, “Corporate Laws 
Committee to Address Current Corporate Governance Issues” (Apr. 29, 2009). 

19 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. §5 (2009). 

20 See Shareholder Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009). 

21 Disclosure Regarding Nominating Committee Functions and Communications Between Se- 
curity Holders and Boards of Directors, Release No. 33-8340, 68 Fed. Reg. 69,204 (Dec. 11, 
2003). 

22 NYSE Listed Company Manual §303A.03. 

23 Electronic Shareholder Forums, Release No. 34-57172, 73 Fed. Reg. 4450 (Jan. 25, 2008). 
See also Jaclyn Jaeger, "The Rise of Online Shareholder Activism”, Compliance Week (Mar. 11, 
2008), available at http ;/ / www.complianceweek.com I article / 4007 1 the-rise-of -online-shareholder - 
activism ( providing examples of successful online shareholder activism). 

24 Spencer Stuart Board Index at 28 (2008), available at http:! lcontent.spencerstuart.com/ 
sswebsite / pdf / lib / SSBI-2006.pdf. 
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chair for the company’s board. 25 In addition, predatory shareholder proposals can 
engender dialogue between companies and shareholder proponents about corporate 
governance issues. 26 In this regard, an advisory vote on compensation has been im- 
plemented at several companies that received shareholder proposals on this topic. 27 
Moreover, as advocates of such votes have suggested that it is a way to enhance 
communication between shareholders and their companies about executive com- 
pensation, many companies have responded by employing other methods to accom- 
plish this goal. These include holding meetings with their large shareholders to dis- 
cuss governance issues, as well as using surveys, blogs, webcasts and other forms 
of electronic communication for the same purpose. 28 

Third, the proliferation of “vote no” campaigns in recent years has provided share- 
holders with another method of making their views known and effecting change in 
board composition. In these low-cost, organized campaigns, shareholder activists en- 
courage other shareholders to withhold votes from or vote against certain directors. 
Although “vote no” campaigns do not have a legally binding effect where the tar- 
geted company uses a plurality voting regime in an uncontested election, evidence 
indicates that such campaigns are nonetheless successful in producing corporate 
governance reform. 29 For example, following a 2008 “vote no” campaign at Wash- 
ington Mutual in which several shareholder groups called for shareholders to with- 
hold votes from certain directors, the finance committee chairman stepped down 
upon receiving 49.9 percent withheld votes. 30 In addition, a recent study of “vote 
no” campaigns found that targeted companies experienced improved post-campaign 
operating performance and increased rates of forced CEO turnover, suggesting that 
“vote no” campaigns are effective. 31 At companies that have adopted majority voting 
in director elections, “vote no” campaigns are likely to have an even greater impact. 

Fourth, the existing framework allows shareholders to make their views known 
through nominating their own director candidates and engaging in election contests. 
In fact, they have done so recently at companies including Yahoo! Inc. and Target 
Corporation. “Short slate” proxy contests in which dissidents seek board representa- 
tion but not full board control, have been very successful in recent years. According 
to a recent study conducted by the Investor Responsibility Research Center Insti- 
tute, during a 4-year period, short slate proxy contest dissidents were able to gain 
representation at approximately 75 percent of the companies they targeted. 32 Sig- 
nificantly, in the majority of these cases, dissidents found it unnecessary to pursue 
the contest to a shareholder vote; instead, they gained board seats through settle- 
ment agreements with the target companies. 33 Clearly the threat of proxy contests, 
to say nothing of the contests themselves, is an effective mechanism for shareholder 
nomination of directors. Moreover, the SEC adopted “e-proxy” rules in 2007 that 
permit companies and others soliciting proxies from shareholders to deliver proxy 
materials electronically, which has streamlined the proxy solicitation process and 


25 Dan Fitzpatrick and Marshall Eckblad, “Lewis Ousted as BofA Chairman”, Wall St. J., Apr. 
30, 2009, at Al. 

26 Edward Iwata, “Boardrooms Open Up to Investors’ Input”, USA Today, Sept. 7, 2009, avail- 
able at http :l / www. usatoday.com/ money / companies! management 12007 -09-06-shareholders- 
fight_N.htm. 

27 Thus far, in 2009, shareholders have submitted shareholder proposals to over 100 indi- 
vidual companies requesting an advisory vote on executive compensation. In response to pre- 
vious years’ shareholder proposals, many companies are providing shareholders with such a 
vote, including Aflac Incorporated, H&R Block, Inc., Jackson Hewitt Tax Service, Inc., Littlefield 
Corporation, RiskMetrics Group, Inc. and Zale Corporation. At least 25 other companies includ- 
ing Intel Corporation, Motorola, Inc. and Verizon Communications, Inc. have agreed to hold an 
annual advisory vote voluntarily or in response to their shareholders’ concerns. 

28 A 2007 Business Roundtable survey of member companies indicated that in 2007, board 
members of 28 percent of companies met with shareholders. Another survey indicates that in 
2008, board members or members of management of nearly 45 percent of S&P 500 companies 
reached out to shareholders proactively. Other companies have established e-mail links on their 
Web site for investors to provide feedback to the compensation committee. And in April 2009, 
Schering-Plough Corp. submitted a survey to its shareholders to obtain their views on a variety 
of compensation issues. 

29 See Joseph A. Grundfest, “’Just Vote No’: A Minimalist Strategy for Dealing With Barbar- 
ians Inside the Gates”, 45 Stan. L. Rev. 857 (1993). 

30 RiskMetrics Group 2008 Post-Season Report, at 10 (October 2008). 

31 Diane Del Guercio, et al., “Do Boards Pay Attention When Institutional Investor Activists 
‘Just Vote No’?”, Journal of Financial Economics, Oct. 2008. 

32 Chris Cemich, et al., “Investor Responsibility Research Center Institute, Effectiveness of 

Hybrid Boards”, at 4 (May 2009), available at http: // www.irrcinstitute.org/ pdf / 
IRRC 05 09_EffectiveHybridBoards.pdf 

33 Id . at 4, 13 (noting that 76 percent of dissidents gaining representation were able to do 
so through settlement). 
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greatly reduced the costs of printing and mailing proxy materials. 34 All of this has 
made it easier and less costly for shareholders to nominate directors themselves. 

Finally, increasing numbers of companies have been amending their governing 
documents to allow shareholders to call special meetings of shareholders or, for com- 
panies that already allow shareholders to call meetings, to lower the thresholds re- 
quired to call those meetings. Currently 45 percent of S&P 500 and 46 percent of 
S&P 1,500 companies 35 permit their shareholders to call special meetings, the ma- 
jority of which require either 25 percent or a majority of the outstanding shares to 
call a special meeting. Beginning in 2007, shareholder proponents began submitting 
a large number of shareholder proposals requesting that 10 percent-20 percent of 
outstanding shares be able to call special meetings. The number of such proposals 
has increased dramatically since 2007 and these proposals have been receiving high 
votes. 36 

Clearly, there currently are numerous and potent methods that shareholders can 
use to see that their voices are heard and their views made known to the companies 
in which they invest. Accordingly, proposals to increase shareholder rights must be 
considered in the context of existing shareholder leverage and the manner in which 
shareholders vote their shares. In this regard, the extensive reliance of many insti- 
tutional investors on the recommendations of the proxy advisory services must be 
considered. Unfortunately, these services often do not engage in company-by-com- 
pany analysis when making their recommendations, applying a one-size-fits-all ap- 
proach to important corporate governance decisions at individual companies. 

The SEC Is Addressing Corporate Governance Matters 

While, as noted above, State corporate law is central to corporate governance, the 
SEC plays a role in assuring that shareholders receive the information they need 
to make informed voting decisions, including about corporate governance matters. 
In this regard, earlier this month, the SEC proposed several rule changes intended 
to provide shareholders with additional disclosure concerning individual director ex- 
perience and qualifications, board leadership structure and oversight of risk man- 
agement, compensation practices and potential conflicts of interest with compensa- 
tion consultants and compensation matters. 

The proposed amendment relating to individual directors would require companies 
to provide disclosure about (1) the experience, qualifications, attributes and skills 
of directors and director nominees that qualify them to serve as a director and as 
a member of each committee on which they serve, (2) all public company director- 
ships held by directors and director nominees during the past 5 years, as opposed 
to just current directorships (as required under the current rules), and (3) the in- 
volvement of directors, director nominees and executive officers in legal proceedings 
during the prior 10 years. 

With regard to board leadership, the proposal would require disclosure about a 
company’s board leadership structure and why the structure is appropriate for the 
company. The proposed disclosure would need to include a discussion of whether the 
company separates or combines the roles of the chairman and chief executive officer, 
whether the company has a lead independent director, and the board’s role in the 
company’s risk-management process and the effects, if any, that this role has on the 
company’s board leadership structure. 

Finally, the proposal relating to compensation consultant disclosures would re- 
quire enhanced disclosure of potential conflicts of interest involving compensation 
consultants that provide advice to the board or compensation committee regarding 
executive or director compensation and also provide other services to the company. 
Specifically, this disclosure would need to include a discussion of (1) any other serv- 
ices that the compensation consultant or its affiliates provide to the company and 
the fees paid for such services, (2) the aggregate fees paid for advising on executive 
and director compensation, (3) whether the consultant was engaged for these other 
services by or on the recommendation of management, and (4) whether the board 
or compensation committee approved these other services. 

We believe that this disclosure approach to matters relating to board leadership 
and risk oversight is far superior to the one-size-fits-all approach in proposed legis- 
lation that would mandate the separation of the chairman and CEO position and 


34 Internet Availability of Proxy Materials, Exchange Act Release No. 34-55146, 17 Fed. Reg. 
240, 249 and 274 (March 30, 2007). 

35 Data provided by SharkRepellent.net (S&P 500) and RiskMetrics Group, Inc. (S&P 1,500) 
as of June 2009. 

36 Based on data from RiskMetrics Group, Inc. as of July, in 2009, shareholders have sub- 
mitted special meeting shareholder proposals to 74 individual companies. The average support 
for these votes has been 52.3 percent, and 26 companies have received majority votes in support 
of the proposal. 
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require all public companies — no matter what size of industry — to establish a risk 
committee of the board. 37 Companies and their shareholders should have the choice 
to determine the structures that will best enable them to grow and prosper. 

In addition to the corporate governance disclosure enhancements described above, 
the SEC also approved an amendment to NYSE Rule 452, which will prohibit bro- 
kers from voting uninstructed shares in director elections. 38 This rule amendment, 
which will be effective for annual meetings after January 1, 2010, is likely to have 
a considerable impact on the director election process, particularly for companies 
that have adopted a majority voting standard. 

Another significant recent SEC action is the proposal to amend the proxy rules 
to permit shareholders to nominate directors in a company’s proxy materials. If 
adopted, the proposed rules would establish a Federal proxy access right and permit 
proxy access shareholder proposals. The Federal process right would permit a share- 
holder or group of shareholders to nominate one or more directors and have those 
nominees included in a company’s proxy materials contingent on the shareholder or 
group beneficially owning a certain percentage of the company’s voting shares 
(which varies depending on a company’s size) for at least 1 year prior to submitting 
the nomination. Shareholders meeting the proposal’s requirements would be allowed 
to have their proposed nominees (up to 25 percent of the board) included in the com- 
pany’s proxy statement, on a first-come first-served basis. 

In contrast to our support for the SEC’s disclosure proposals, we believe that the 
proposed Federal proxy access right could result in serious, harmful consequences, 
as well as being beyond the SEC’s authority to adopt. First, widespread shareholder 
access to company proxy materials will promote a short-term focus and encourage 
the election of “special interest” directors who will disrupt boardroom dynamics and 
jeopardize long-term shareholder value. Second, the proposed rules will enhance the 
influence of proxy advisory firms and institutional investors, which may use the 
rules as leverage for advancing special interest causes and promoting policies to en- 
courage short-term gains in stock price. Third, the increased likelihood of divisive 
and time-consuming annual election contests could deter qualified directors from 
serving on corporate boards. Fourth, shareholder-nominated directors could impede 
a company’s ability to satisfy board composition requirements. Finally, serious ques- 
tions have been raised about the ability of the current proxy voting system to han- 
dle the increasing number of proxy contests that would result from the implementa- 
tion of the proxy access proposal. While the Commission’s proposing release touches 
upon some of these issues, it fails to seriously address them. We currently are pre- 
paring a comment letter to the SEC on these proposals which will expand upon our 
concerns. 

Conclusion 

Business Roundtable is committed to enhanced corporate governance practices 
that enable U.S. companies to compete globally, create jobs and generate long-term 
economic growth. We are concerned, however, that in a rush to respond to the finan- 
cial crisis, Congress, and the SEC, are considering hastily prepared and universally 
applicable legislation and regulation that will exacerbate some of the factors that 
led to the crisis. In particular, an advisory vote on compensation and proxy access 
could well increase the pressure on short-term performance to the detriment of long- 
term value creation. The flexible approaches of State corporate law, SEC disclosure 
and shareholder and company choice that have produced the engine of economic 
growth that is the American corporation should not be ignored. 
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s7 See Shareholder Bill of Rights Act of 2009 S. 1074, 111th Cong. §5 (2009) and Shareholder 
Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009). 

38 Note that this amendment moots part of section 2 of the Shareholder Empowerment Act 
of 2009. See Shareholder Empowerment Act of 2009 H.R. 2861, 111th Cong. §2 (2009) which 
would require that a broker not be allowed to vote securities on an uncontested election to the 
board of directors of an issuer to the extent that the beneficial owner of those securities has 
not provided specific instructions to the broker. 



135 


EXHIBIT I 

Principles of Corporate Governance (November 2005) 



Business Roundtable 


Principles of Corporate Governance 
2005 


November 2005 



Business Roundtable 


Business Roundtable (www busmessroundtable orq) is 
an association of chief executive office's of leading 
corpof aliens with a combined workforce of more than 
10 million empoyees and S4 trillion in annual revenues 
The chief e*ecutives are committed to advocating pub 
Ik policies that foster vigorous economic growth and a 
dynamic global economy 


Copyright © 2005 by Business Roundtable 



137 


Principles of Corporate Governance 
2005 


A White Pspet bv Business Roundtible i November Wl r > 



138 


Table of Contents 


Foreword and Introduction t 

I. Key Corporate Actors S 

II The Roles of the Board of Directors and Management 7 

The Boots or Owtton 7 

The CEO and Management TO 

III How the Board Performs Its Oversight Function 1 3 

Board Composition and leadership 13 

Board Otgantuwn 16 

Audit Committee 17 

Corporal* Governance Commiltee 71 

Compensation Committee 23 

Board Operations 25 

Management Development and Succession ___________ 27 

Board and Cotrmrttee Evaluation 28 

IV Relationships with Shareholders and Other Constituencies _ 31 

Shareholders and Investors 31 

Employees 33 

Communities 33 

Government . .. ■ 34 


Business Bounotifcie 



139 


Foreword and Introduction 

Busoess Roundtable rs recognized * an authoritative voice on matters effecting 
American business corporations and, as such, has a keen interest in corporate gov- 
ernance. Business Roundtable s an association of chief executive officers of leading 
corporations Mth a combined workforce of more than 10 million employees and $4 
tnfcon m annual revenues. The chief executives are committed to arhocabng pubic 
policies that foster vigorous economic growth a dynamc global economy, and the 
well-trained and productive US workforce essential for future competitiveness 

Since May 2002, when Business Roundtable issued its Principle s of Corporate 
Governance US. puMc corporations have witnessed fundamental and accelerated 
changes In the area of corporate governance, beginning with the passage of the 
Sarbanes -Oxley Act of 2002 and contmwng with the adopbon of strengthened 
Itsbng standards by the securities markets We note that many of the best practices 
recommended in the principles are now embedded in the Sarbanes-Oxley Act and 
in securities market listing standards 

Following the publication of Principle of Corporate Governance (May 20021 
Business Roundtable Issued Executive Cdmpensooon: Principles and Commentary 
(November 2003), The Nominating Process and Corporate Govemonce Committees 
Principles and Commentary (April 20041 and Guideline hr Shorehokkr-Oirectot 
Communkotions (May 2005) Other publications from Business Roundtable that 
have addressed corporate governance include Statement on Corporate Governance 
(September 1997), Executive Compensothn/Shoie Ownership (March 19921 
Corporate Govemonce and American Competitiveness (March 1 990), Stotement on 
Corporate Responsibility (October 1981). and The Pole ond Composition of the 
Board of Directors of the large Publicly Owned Corporation (January 197B). 

Business Roundtable conhnues to believe, as we noted in Principles of Corporate 
Govemonce (20021 that the United States has the best corporate governance, 
financial reporting and securities markets systems in the wortd These systems work 
because of the adoption of best practices by public companies within a framework 
of laws and regulations 
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Given the fundamental nature of the change* that have occurred during the past 
several years in the framework of laws and regulations related to corporate gover- 
nance, as we* as in best practices, Business Roundtable believes rt is appropriate, 
once again, to restate our guiding principles of corporate governance. Although 
applicable legal requirements and securities market listing standards establish mm- 
tmurn requirements^ these principles, we befie*. should help guide the ongoing 
advancement of corporate governance practices and. thus, advance the ability of 
public corporations to compete, create Jobs and generate economic growth 

Business Roundtable supports the following guiding principles: 

First the paramount duty of the board of directors of a public corporation is to 
select a chief executive officer and to oversee the CEO and senior management in 
the competent and ethical operation of the corporation on a day-to-day basis 

Second, it is the responsibility of management to operate the corporation in an 
effective and ethical manner to produce value lor shareholders Senior manage- 
ment is expected to know how the corporation earns its income and what risks 
the corporation Is undertaking in the course of carrymg out its business The CEO 
and board of directors should set a 'tone at the top' that establishes a culture of 
legal compliance and integrity Management and directors shoiid never put per- 
sonal interests ahead of or in conflict with the interests of the corporation 

Third, it is the responsibility of management, under the oversight of the audit 
committee and the board, to produce financial statements that fairly present the 
financial condition and results of operations of the corporation and to make the 
timely disclosures investors need to assess the financial and business soundness 
and risks of the corporation. 

Eoixth, « is the responsibility of the board, through its audit committee, to 
engage an independent accounting firm to audit the financial statements pre- 
pared by management, issue an opinion that those statements are fairly stated n 
accordance with Generally Accepted Accounting Principles and oversee the corpo- 
ration's relationship with the outside auditor 
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Fifth, it Is the responsibility of the board, through its corporate governance 
committee, to play a leadership role m shaping the corporate governance of the 
corporation. The corporate governance committee also should select and recom- 
mend to the board qualified director candidates for election by the corporation's 
shareholders. 

Sorth, it is the responsibility of the board, through its compensation committee, 
to adopt and oversee the implementation of compensation policies, establish 
goals for performance- based compensation, and determine the compensation of 
the CEO and senior management. 

Seventh, « is the responsibility of the board to respond appropnately to share- 
holders' concerns, 

Eighth, it is the responsibility of the corporation to deal with its employees, 
customers, suppliers and other constituencies in a fair and equitable manner. 

These responsibilities and others are cntical to the functioning of the modem 
pifolic corporation and the integrity of the public markets No law or regulation 
alone can be a substitute for the voluntary adherence to these principles by cor- 
porate directors and management. 

Business Roundtable continues to before that corporate governance should be 
enhanced through conscientious and forward-looking action by a business com- 
munity that focuses on generating long-term shareholder value with the highest 
degree of integrity 

The principles discussed here are intended to assist corporate management and 
boards of directors In their individual efforts to implement best practices of cor- 
porate governance, as well as to serve as guideposts for the public dialogue on 
evolving governance standards 
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I. Key Corporate Actors 

Effective corporate governance requires a dear imdersUnding of the respective 
rofes of the board and senior management and of their relationships with others 
in the corporate structure The relationships of the board and management with 
shareholders should be charactered by candor; their relationships with employees 
should be diaractenied by fairness, their reiabonsfeps with the comrrunrties in 
which they operate should be charactered by good citizenship; and their relatioo- 
sfeps with government should be characterized by a commitment to compliance 

The board of dhectors has the important role of overseeing management per- 
formance on behalf of shareholders Its primary duties are to select and oversee 
a well-qualified and ethical chief executive officer who, wflh senior management, 
runs the corporation on a dady basis and to monitor management's performance 
and adherence to corporate and ethical standards Effective corporate directors 
are diligent monitors, but not managers, of business operations. 

Senior management, led by the CEO. is responsible for running the day-to-day 
operabons of the corporation and property informing the board of the status of 
these operabons Management's responsibilities Indude strategic planning risk 
management and financial reporting 

Shareholders are not involved in the day-to-day management of corporate opera- 
bons but have the right to elect representatives (directors) to look out for their 
Interests and to receive the information they need to make Investment and voting 
decisions The board should be responsive to communications from shareholders 
and should address issues of concern to shareholders 

Effective corporate governance requires a proactive, focused state of mind on 
the part of directors, the CEO and senior management all of whom must be 
committed to business success through the maintenance of the highest standards 
of responsibility and ethics Although there are a number of legal and regulatory 
requirements that must be met good governance is far more than a 'check-the 
box' list of minimum board and management pcfaes and duties Even the most 
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thoughtful and well-drafted pokoes and procedures are destined to fail if direc- 
tor and management are not committed to enforcing them in practice. A good 
corporate governance structure is a working system for principled goaf setting, 
effective decision making, and appropriate monitoring of compliance and per- 
formance. Through this vibrant and responsive structure, the CEO, the senior 
management team and the board of directors can mteract effectively and respond 
quickfy and appropriately to changing circumstances, within a framework of solid 
corporate values, to provide enduring value to the shareholders who invest in the 
enterprise 
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II. The Roles of the Board of Directors 
and Management 

An effective system of corporate governance provides the framework within which 
the board and management address their respective responsibilities. 

The Board of Directors 

• The business of a corporation is managed under the drection of the 
corporation's board. The board delegates to the CEO - and through the 
CEO to other senior management - the authority and responsibility for 
managing the everyday affairs of the corporation Directors monitor man- 
agement on behalf of the corporation's shareholders 

l Making decisions regarding the selection, compensation and evaluation of 
a well-qualified and ethical CEO is the single most important function of 
the board. The board also appoints or approves other members of the 
senior management team, 

a Directors bring to the corporation a range of experience, knowledge 
and judgment Directors should not represent the interests of particular 
constituencies 


• Effective directors maintain an attitude of constructive skepticism, they 
ask incisive, probing questions and require accurate, honest answers; they 
act with integrity and diligence, and they demonstrate a commitment to 
the corporation, its business plans and long-term shareholder value 

» In performing its oversight function, the board is entitled to refy on the 
advice, reports and opinions of management, counsel auditors and expert 
advisers The board should assess the qualifications of those it relies on 
and hold managers and advisers accountable The board should ask ques- 
tions and obtam answers about the processes used by managers and (he 
corporation's advisers to reach their decisions and recommendations, as 
well as about the substance of the advice and reports received by the 
board When appropriate, the board and its committees should seek 
^dependent advice 
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» Oven the board's oversight role, shareholders and other constituencies can 
reasonably expect that directors will exercise vigorous and diligent over- 
sight of a corporation's affairs However, they should not expect the board 
to micromanage the corporation's business by performing or duplicating 
the tasks of the CEO and senior management team 

i The board's oversight function carries with rt a number of specific respon- 
sibilities in addition to that of selecting and overseeing the CEO. These 
responsibilities include: 

• Planning for management dewtopnvnt and succession The board 
should oversee the corporation's plans for devetoping senior manage- 
ment personnel and plan for CEO and senior management succession 
When appropriate, the ooard should replace the CEO or other members 
of senior management 

• Ondersmnding, reviewing and monitoring the imptementntion of the 
corporation's strategic plans- The board has responsibly for overseeing 
and understanding the corporation's strategic plans from their Inception 
through their development and execution by management Once the 
board reviews a strategic plan, it should regularly monitor implementa- 
tion of the plan to determine whether rt Is being implemented 
effectively and whether changes are needed The board also should 
ensure that the corporation's incentive compensation program is aligned 
with the corporation's strategic plan 

• l/ndersJondvrg and approving annual operating plans and budgets The 
board is responsible for understarvfcng. approving and overseeing the 
corporation's annual operating plans and for reviewing the annual 
budgets presented by management The board should monitor imple- 
mentation of the annual plans to assess whether they are being 
implemented effectively and withm the limits of approved budgets 

• focusing on the integrity and ctorrty of the corporations fmoncfof state- 
ments and financial reporting The board, assisted by its audt 
committee, should be satisfied that the financial statements and other 
disclosures prepared by management accurately present the corpora- 
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tion’s financial conation and results of operations to shareholders and 
that they do so in an understandable manner To acfoeve accuracy and 
clarity, the board, through its audit committee, should have an under- 
standing of the corporation's financial statements, including why the 
accounting principles critical to the corporation's business were chosen, 
what key judgments and estimates were made by management, and 
how the choice of principles and the making of these judgments and 
estimates affect the reported financial resists of the corporation 

• Advising management on significant issues facing the cocpombon. 
Directors can offer management a wealth of experience and a wide 
range of perspectives They provide advice and corse! to management 
in formal board and committee meetings, and they are avaiabte for 
informal consultation with the CEO and senior management. 

• Renewing ond opfxovtng sgmfkom corporate actions As required ay 
state corporate law. the board reviews and approves specific corporate 
actions, such as the election of executive offices, the declaration of 
dividends and (as appropriate) the implementation of major transac- 
tions The board and senior management should have a clear 
understanding of what level or types of decisions require specific board 
approval 

• Reviewing management's pionj for business resiliency. As part of Its 
oversight function, the board should designate senior management who 
mil be responsible for business resiliency. The board should penodically 
review management's plans to address this issue. Business resiliency an 
indude such items as business risk assessment and management, busi- 
ness continuity, physical and cyber security, and emergency 
communications. 

• Nominating ^vectors end committee members and overseeing effective 
corporate governance It is the responsibility of the board, through Its 
corporate governance committee, to nominate directors and commmee 
membeis and oversee the composition, independence, structure prac- 
tices and evaluation of the board and As committees. 
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• Ortiwemg legal and etfucal compliance The board should set a 'lone 
at the top* that establishes the corporation's commitment to integrity 
and legal compliance The board should oversee the corporation's com- 
pliance program relating to legal and ethical conduct In this regard, the 
board should be knowledgeable about the corporation's compSance 
program and should be satisfied that the program is effective in pre- 
venting and deterring violations. The board should pay particular 
attention to conflicts of interest including related party transactions 

The CEO and Management 

I It is the responsibility of the CEO and senior management under the 
CEO's direction, to operate the corporation In an effective and ethical 
manner, As part of its operational responsibility, senior management is 
charged with. 


• Operating the corporation The CEO and senior management run the 
corporation's day-to-day busmess operations. With a thorough under- 
standing of how the corporation operates and earns « income, they 
cany out the corporation's strategic objectives within the annual oper- 
ating plans and budgets, which are reviewed and approved by the 
board In making decisons about the corporation's business operations, 
the CEO considers the long-term Interests of the corporation and its 
shareholders and necessanly relies on the input and advice of others, 
including senior management and outside advisers The CEO keeps the 
board apprised of significant developments regarding the corporation's 
business operations 

• Strategic pfoiwng The CEO and senior management generally take the 
lead in strategic planning They identify and develop strategic plans for 
the corporation, present those plans to the board, implement the plans 
once board review is completed; and recommend and carry out changes 
to the plans as necessary 
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• Annual operating plans and budgets Wah the corporation's overall 
strategic plam in mind, senior management develops annual operating 
plans and budgets for the corporation and presents the plans and 
budgets to the board Once the board has reviewed and approved the 
plans and budgets, the management team implements the annual oper- 
ating plans and budgets 

• Selecting guokfied management end establishing on effects orgomro- 
tionol structure. Senior management is responsible for selecting Qualified 
management and Implementing an organizational structure that is effi- 
cient and appropriate for the corporation's particular circumstances 

• Identifying and manogrng risks. Senior management identifies and man- 
ages the risks that the corporation undertakes n the course of canying 
out its business. It also manages the corporation's overall risk profile 

• Accurate and transparent fioonoof reporting and disclosures Senior 
management is responsible for the integrity of the corporation's finan- 
cial reporting system and the accural* and tomely preparation of the 
corporation's financial statements and related disclosures in accordance 
with Generally Accepted Accounting Principles and m compkanc* w«h 
appkabie laws and regulations It is senior management's responsibility 
— under the direction of the CEO and the corporation's principal finan- 
cial officer — to establish, maintain and periodically evaluate the 
corporation's internal controls over financial reporting and the corpora- 
tion's disclosure controls and procedures. In accordance with appkabie 
taw and regulations, the CEO and the corporation's principal financial 
officer also are responsible for certifying the accuracy and completeness 
of the corporation's financial statements and the effectiveness of the 
corporation's internal and disclosure controls 
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I The CEO jndseniof management ire responsible for operating the corpo- 
ration In an ethical manner. They should never put individual, personal 
interests before those of the corporation or its shareholders. Business 
Roimdtablo belie.es that when carrying out ttw function, corporations 
should have: 

■ A CEO of integrity The CEO shoidd be a person of integrity who 
takes responsibility for the corporation adhenng to the highest ethical 
standards 

* 4 strong, ethical 'tone or the Bp 'The CEO and senior management 
should set a tone at the top' that establishes a culture of legal 
compliance and integrity communicated to personnel at all levels of 
the corporation 

• An effective compUana program Senior management should take 
responsibly for implementing and managing an effective compliance 
program relating to legal and ethical conduct As part of its compliance 
program, a corporation should have a code of conduct with effective 
reporting and enforcement mechanisms Employees shot*) have a 
means of seeking guidance and alerting management and the board 
about potential or actual misconduct without fear of retribution, and 
violations of the code shoiid be addressed promptly and effectively, 
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III. How the Board Performs Its Oversight 
Function 

Publicly owed corporations employ diverse approaches to board structure and 
operations within the parameters of applicable legal reqrwements and securities 
market listing standards Although no one structure is right for every corporation. 
Business Roundtable believes that the corporate governance 'best practices' set 
forth in the Mowing sections provide an effective approach for corporations to 
Mow 

Board Composition and Leadership 

* Boards of directors of large, publicly owned corporations vary in see from 
mdustry to industry and from corporation to corporation In determining 
board site, directors should consider the rutiae. size and complexity of the 
corporation as well as its stage of development The experiences of many 
Business Roundtable members suggest that smaller boards often are mom 
cohesive and work more effectively than larger boards. 

• Business Roundtable believes that having directors with relevant business 
and industry experience is beneficial to the board as a whole Directors 
with this experience can provide a useful perspective on significant risks 
and competitive advantage and an understand#^ of the chaSenges fac- 
ing the business A diversity of backgrounds and experience, consistent 
with the corporation's needs, also is important to the overall composition 
of the board, Because the corporation's need for particular backgrounds 
and experience may change over time, the board should monrtor the mix 
of skills and experience that directors bring to the board against estab- 
lished board membership criteria to assess, at each stage m the life of the 
corporation, whether the board has the necessary tools to perform its 
oversight function effectively 
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» The board of a publicly owned corporation should have a substantial 
degree of independence from management. Board ^dependence depends 
not only on directors' individual relationships but also on the board's 
overall attitude toward management Providing objective independent 
judgment « at the cote of the board's oversight function, and the boards 
composition should reflect this principle. 

• A substantial majority of directors of the board of a publicly owned corpo- 
ration should be independent, both in fact and appearance, as determined 
by the board in accordance with the fisting standards of the major securi- 
ties markets, the board should make an affirmative determination as to the 
^dependence of each director annually and shodd have a process «i place 
for making these determinations 

• Definition of 'independence ' An independent irector should not have 
any relationships with the corporation or its management - whether 
busmess, employment, charitable or personal - that may mpair. or 
appear to impair, the director's abiity to exercise independent judg- 
ment The listing standaids of the major securities mates define 
'independence' and enumerate specific relationships (such as employ- 
ment with the corporation or Its outside auditor) that predude a 
director from being considered independent 

• Assessing independence. The board should approve standards for deter- 
mining directors' independence, taking into account the requrements of 
the federal securities laws, securities market listing standards, and the 
views of institutional investors and other relevant groups These standards 
should be set forth in the corporation's corporate governance principles. 
IMien considering whether a director is independent, the board should 
consider not only whether the director has any of the reUuonshps 
covered by the boards independence standards but also whether the 
director has any other relahonshps. either drectly or indkectly, with the 
corporation, senior management or other board members that cotfd 
affect the director's actual or perceived independence 
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• Retoconships with not-for-profit onjoncwtfons. The board's director 
independence standards should include standards for assessing direc- 
tors' relationships with not-for-profit organizations that receive support 
from the corporation. In applying these standards, the board should 
take into account the site of the corporation's contributions and the 
nature of directors’ relationships to the recipient organizations. 
Independence issues are most bkefy to arise when a director is an 
employee of the not-for-profit organization and when a substantial 
pardon of the organization's funding comes from the corporation It 
also may be appropnate to consider contributions from a corporation's 
foundation to organizations with which a director s affiliated 

a Most American corporations have been wed served by a structure In which 
the CEO afso serves as chairman of the board. The CEO serves as a bridge 
between management and the board, ensuring that both act with a com- 
mon purpose The decision concerning whether the CEO also shocAd serve 
as chairman of the board often is part of the succession planning process, 
and the board should make that decision in light of the corporation's facts 
and circumstances 

» Although no one structure is right for every corporation, it is crtical that the 
board has independent leadership Some boards have found it isefiA to 
separate the roles of CEO and chairman of the board Alternatively, there is a 
growing trend for boards to appoint a ‘foatT or 'presiding' (factor A lead 
factor generally advises on board meeting schedules and agendas, chairs 
executive sessions of the board, oversees the flow of information to the 
board and serves as a liaison between the independent if rectors and the 
CEO. The lead director also may play a key role m overseeing performance 
evaluations of the CEO and the board be available for communication with 
shareholders, and lead the board in crisis situations 

I SOU other boards have designated an independent director to preside over 
the executive sessions of a boards independent or nonmanagement direc- 
tors that are required by securities market Isting standards. Depending on 
the corporation, the so-called presiding (factor also may perform some or 
all of the other functions performed by the lead director 
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Board Organization 

• Virtually all boards of directors of large, pubkly owned corporations 
operate using committees to assist them, A committee structure permits 
the board to address key areas in more depth than may be possible in a 
full board meeting 

I Decisions about committee membership and chairs should be made by 
the full board based on recommendations from the corporate governance 
committee Consideration should be given to whether periodic rotation of 
committee memberships and chairs would provide fresh perspectives and 
enhance directors' familiarity with different aspects of the corporation's 
business, consistent with applicable listing standards. 

• Committees should apprise the full board of their activities on a regular 
basis. Processes should be developed and motKored for keeping the board 
informed through oral or written reports For example, some corporations 
provide minutes of committee meetings to afl members of the board 

I Business Roundtable believes that the functions generally performed by 
the audit, compensation and corporate governance committees are centra f 
to effective corporate governance The listing standards of the major secu- 
rities markets require corporations to have an audit committee that 
performs specific functions and many corporations also are required to 
have committees that oversee executive compensation, drector nomina- 
tions and corporate governance matters. Business Roundtable does not 
believe that a particular committee structure Is essential for al corpora- 
tions What is important is that key issues are addressed effectively by the 
independent members of the board. Thus, the references below to the 
functions performed by particular committees are not intended to preclude 
corporations from aBoutmg these functions differently, consistent with 
applicable listing standards. 

• Additional committees, such as finance or risk management committees, 
also may be used. Some corporations find it useful to establish committees 
to examine speoal problems or opportunities in greater depth than would 
otherwise be feasible 
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» The responsibilities of each comnvttee end the qualifications required 
for committee membership should be dearty defined and set out in a 
written charter that is approved by the board and pubfidy avaiabte Each 
comnvttee should review its charter annually and recommend changes to 
the board as appropriate 

* A more detailed discussion of particular committee functions appears in 
Business Roundtable's Executive Compensation Principles and Commentary 
(November 2003) and The Nominating Process ond Corporate Governance 
Committees Principles ond Commentary (April 20M) 

Audit Committee 

i Every pubfcfy owned corporation shoidd have an audit committee of at 
least three members, who should all be independent directors 

* Audit committees typically consist of three to five members. The listing 
standards of the major securities markets require that all members of the 
audit committee quatfy as Independent directors under applicable listing 
standards, subject to hmited exceptions and that they meet additional 
heightened independence criteria. 

* Audit committee members should meet mmimum financial literacy stan- 
dards as required by the listing standards of the major securities markets 
and at least one member of the audit comnvttee should be an audit com- 
mittee financial expert, as determined by the board in accordance with 
regulations of the Secunties and Exchange Commission Just as Important 
Is the ability of audit committee members as with ail rhrectois, to under- 
stand the corporation's business and risk profile and to apply their 
business experience and judgment with an independent and critical eye 
to the issues for which the committee Is responsible. 

I With the significant responsibilities imposed on audit committees under 
applicable law. regulations and (sting standards, consideration should be 
given to whether rt is appropriate to limit the number of public company 
audit committees on which a corporation's audit committee members may 
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serve. Some boards have adopted potties that audit committee members 
may not serve on die audit committees of more than three public corpora- 
tions, in accordance Mth applicable securities market [sting standards 
Potties may permit exceptions to this limit when the corporation's board 
determines that the simultaneous service would not affect an individual's 
ability to serve effectively on the corporation's audit committee. 

» The audit committee s responsible for supervising the corporation's rela- 
tionship with its outside auditor In performing this responsitrfrty, the 
primary functions of the audit committee indude: 

* Reaming the auditor and approving in advance the terms of the annual 
audit engagement The selection of the outside auditor should invofve 
an annual due diligence process in which the audit committee reviews 
the qualiflcationsv work product, independence and reputation of the 
outside auditor and the performance of key members of the audit team 
The committee should be mindful of the schediie, mandated by appli- 
cable law and regulations, for rotating the engagement and concurring 
partners and should begin the process of reviewing new partners suffi- 
ciently in advance of required rotations. The amSt committee also 
should consider periodically whether it is appropriate for the corpora- 
tion to change its outside auditor The audit comrretee should base its 
decisions about selecting and possibly changing the outside auditor on 
its assessment of what is likely to lead to more effective audits. In 
retaining the auditor, the audit committee should oversee the process 
of negotiating the annual audit engagement letter and should scrub- 
rwe the terms of the engagement carefidty. 

* Overseeing the independence of the outside auditor The audit commmee 
should maintain an ongoing, open dialogue whh the outside auditor 
about independence issues. The committee thotid consider its overall 
approach to using the outside auditor as a service provider and identify 
those services, beyond the annual audit engagement, that the outside 
auditor can provide to the corporation consistent wdh applicable law 
and regulations and with maintaining independence. In pre-approvmg 
all non- audit services to be provided by the outside auditor, as required 
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by applicable I** and regulations, the audit committee should decide 
whether to adopt a pre-approval policy or approve services on an 
engagement- by - engagement basis 


i The audit committee also Is responsible lor overseeing the corporation's 
financial reporting process The audit committee should review and discuss 
the corporation's annual financial statements with management and the 
outside auditor and should review the corporation's Quarterly financial 
statements and related eamngs press releases prior to issuance As part of 
its reviews, the audit committee should review and discuss with manage- 
ment and the outside auditor the corporation's critical accounting policies, 
the quality of accounting judgments and estimates made by management 
and any material written communcations between the outside auditor and 
management 

» The audit commrttee should understand and be familiar with the corpora- 
tion's system of internal controls over financial reporting and its disclosure 
controls and procedures, mcluding the processes for producng the certifi- 
cations required of the CEO and principal financial officer, and the audit 
committee should be comfortable that the corporation has appropriate 
controls in place On a periodic basis, the committee should revew with 
both the internal and outside auditors, as well as wth management the 
corporation's pcocediaes for maintaining and evaluating the effectiveness 
of these systems The committee should be promptly notified of any sig- 
nificant deficiencies or material weaknesses in internal controls and kept 
informed about the steps and timetable for correcting them 

» Unless the full board or another committee does so, the audit committee 
should oversee the corporation's program that addresses compliance with 
ethical and legal standards and important corporate policies, including the 
corporation's code of conduct and the mechanisms it has in place for 
employees to report compliance issues. In accordance with applicable legal 
requirements, the audit committee should establish procedures for receiv- 
ing and handling complaints and concerns refated to accounting, internal 
accounting controls and auditing issues, and the committee should evalu- 
ate these procedures periodically and revise them as appropnate. The audit 
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committee should be briefed regularly on the status of outstanding 
compliance issues, indexing concerns submitted through the committee’s 
procedures for handling accounting and related concerns, and it should 
receive prompt notification of any significant compliance issues 

• The audit committee should understand the corporation's risk profile and 
oversee Its risk assessment and risk management practices. 

• The audit committee shoiid oversee the corporation's internal audit func- 
tion, including reviewing the scope of the internal audit plan, reports 
submitted by the internal audit staff and management's response, and the 
appointment and replacement of the senior internal auditing executive 

• The audit committee should implement a policy covering the hiring of 
personnel who previously worked for the corporation's outside auditor 
At a minimum, this policy should incorporate the 'cooling off period 
mandated by apptcabie law and regulations 

• Audit committee meeuigs should be held frequently enough to allow the 
committee to monitor the corporation's financial reporting appropnately 
Meetings should be scheduled with enough tune to permit and encourage 
active (heussions with management and the htemal and outside auditors 
The aufc committee should meet privately with each of the internal and 
outside auditors and management on a regular bash, and in any event at 
least quarterly, and communicate with them between meetings as neces- 
sary. The audit committee also shoiid hold private sessions with the 
corporation's chief legal officer on a regular basis to facilitate the commu- 
mcation of concerns regarding legal compliance matters and significant 
legal contingencies. The audit committee also may determine that it is 
appropnate to hold private sessions with other parties, such as otfside 
counsel from time to time 
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Corporate Governance Committee 

l Every publicly owned corporation should have a committee composed 
solely of independent doctors that addresses director nominations and 
corporate governance matters 

I The corporate governance committee (often combined or referred 
to as a nominating committee) should have at least three members and 
should be composed solely of independent directors 

I The corporate governance committee recommends director nominees to 
the M board and the corporation's shareholders, oversees the composi- 
tion, structure, operation and evaluation of the board and its committees; 
and plays a leadership rale in shaping the corporate governance of the 
corporation Depending on how the board has allocated responsibilities 
among its committees, the corporate governance committee also may 
oversee the compensation of the board if the compensation committee 
does not do so, or the two committees may share oversight responsibility 
for this area 

• In performing the core function of recommending nominees to the board, 
the corporate governance committee should establish criteria for board 
and committee membership and recommend these criteria to the board for 
approval. Based on these criteria, the committee should identify director 
candidates, review their qualifications and any potential conflicts wth the 
corporation's interests, and recommend candidates to the boaid The com- 
mittee also should assess the contributions of current directors in 
connection with their renomnabon. 

• In Identifying director candidates, the corporate governance committee 
should take a proactive approach by soliciting ideas lor potential candi- 
dates from a variety of sources The committee should have the authonty 
to retain search firms as appropriate to assist It in identifying candidates 
and shotrid develop a process for considering shareholder recommenda- 
tions for board nominees Although it is appropriate lor the CEO to meet 
wth boaid candidates, the final responsibility for selecting director nomi- 
nees should rest wth the corporate governance committee and the board 
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• The corporate governance committee should monitor and safeguard the 
independence of the board. An important function of a corporate gover- 
nance committee, related torts core function of recommending noranees 
to the board, 6 to see that a substantial majority of the directors on the 
board meet appropriate standards of independence that are consistent 
with securities market fisting standards and to see that these directors are 
independent in both fact and appearance. The corporate governance com- 
mittee should develop and recommend standards of independence to the 
board, assess the independence of directors in light of these standards, 
and make recommendations to the board regarding determinations of 
drector independence. In addition, the committee shoidd be notified 
promptly of any change in a director's circumstances that may affect the 
(hector's independence 

• The corporate governance committee also recommends directors for 
appointment to committees of the board The committee should pehodi- 
caly review the board's committee structure and annually recommend 
candidates for membership on the board's committees The committee 
should see that the key board committees, including the audit, compensa- 
tion and corporation governance committees, are composed of (hectors 
who meet applicable independence and qualification standards 

i The corporate governance committee should oversee the effective 
functioning of the board The committee should review the board's 
policies relating to meeting schedules and agendas and the corporation's 
processes for providing information to the board, The coiporate gover- 
nance committee should assess the reporting channels through which the 
board receives information and sec that the board obtains appropnatefy 
detailed information in a timety fashion. 

• The corporate governance committee should develop and recommend to 
the board a set of corporate governance principles, review them annuaty, 
and recommend changes to the board as appropriate. The corporation's 
corporate governance principles should be publicly available and should 
address, at a minimum, board leadersfip, qualifications for directors 
(including independence standards), director responsibilities, the structure 
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and functioning of board committees, board access to management and 
advisers, (Srectof compensation, director orientation and continung 
education, board evaluations, and management succession 

i The corporate governance committee should oversee the evaluation of the 
board and its committees, Specifics concerning the evaluation process are 
discussed under ‘Board and Committee Evaluation' 

Compensation Committee 

• Every publicly owned corporation should have a commttee composed 
solely of independent directors that addresses compensation issues, 

a The compensation committee should have at least three members and 
should be composed solely of independent directors. All committee 
members should have sufficient knowledge of executive compensation 
and related issues to perform their duties effectively 

t The compensation comimttee's responsibilities indude overseeing the 
corporation's overall compensation structure, policies and programs; estab- 
lishing or retommendmg to the board performance goals and objectives 
for the CEO and other members of senior management, and establishing 
or recommending to the independent oVectors compensation for the CEO 
and senior management The compensation committee should see that the 
corporation's compensation policies reflect the core principle of pay far 
performance and should establish meaningful goals for performance- based 
compensation 

» The compensation committee should have the authority to retain compen- 
sation consultants, counsel and othet advisers to provide the commttee 
with independent advice. 

a The compensation committee should understand all aspects of an execu- 
tive's compensation package and should renew and understand the 
maximum pay-out due under multiple scenarios (such as retirement, termi- 
nation with or without cause, and severance in connection mth business 
combinations or the sale of a business). 


73 


Principles of Corporate Governance - 2005 



161 


» The compensation committee should require senior management to bufd 
and mamtam significant continuing equity investment in the corporation 
The committee shot*) establish requirements that senior management 
acquire and hold a meaningful amount of the corporation's stock. The 
committee also should consider whether to require senior management to 
hold for a period of tme a specified amount of stock earned through 
incentive-based awards 

• In addition to reviewing and setting compensation for senior management 
the compensation committee should look more broadly at the overall com- 
pensation structure of the enterprise to determme that it establishes 
appropriate incentives for management and employees at all levels The 
committee should consider carefully and understand the incentives created 
by different forms of compensation Incentives should further the corpora- 
tion's tong-term strategy plan and be consistent with the culture of the 
corporation and the overall goal of enhancing enduring shareholder value. 

» Executive compensation should directly link the interests of senior man- 
agement both imfrviduafiy and as a team, to the long-term interests of 
shareholders. It should include significant performance-based criteria 
related to long-term shareholder value and should reflect upside potential 
and downside risk. 

I The compensation committee should consider whether the benefits and 
perquisites provided to senior management are proportional to the contri- 
butions made by management. 

» The compensation committee should oversee the corporation's disclosures 
with respect to executive compensation. In particular, the committee 
should use the compensation committee report included in the corpora 
Don's annual proxy statement to provide shareholders with meaningful and 
understandable information about the corporation's executive compensa- 
tion practices 
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Board Operations 

• Serving on a board requires significant time and attention on the part of 
directors Directors must participate in board meetings review relevant 
materials serve on board committees and prepare for meetings and dis- 
cussions with management They must spend the time needed and meet 
as frequently as necessary to property discharge then responsibilities The 
appropriate number of hours to be spent by a director on his or her duties 
and the frequency and length of board meetings depend largely on the 
complexity of the corporation and its operations Longer meetings may 
permit directors to explore hey issues in depth, whereas shorter but more 
frequent meetings may help dnctors stay up-to-date on emerging corpo- 
rate trends and business and regulatory developments When arranging a 
meeting schedule for the board, each corporation should consider the 
nature and complexity of its operations and transactions, as well as Its 
business and regulatory environment 

a Directors should rtcirvt incentives to focus on long-term shareholder vahie 
Including equity as part of dvectors' compensation helps akgn the interests 
of directors with those of the corporation's shareholders Accordingly a 
meaningful portion of a director's compensation should be in the form of 
long-term equity. In this regard corporations increasingly are providing the 
long-term equty component of directors' compensation in the form of 
restricted stock, rather than stock options, to better align dnctors' inter- 
ests with those of shareholders Corporations should establish a require- 
ment that directors acquire a meaningful amount of the corporation's stock 
and hold that stock for as long as they remain on the board. 

> Business Roundtable does not endorse a specific limitation on the number 
of directorships an individual may hold However, service on too many 
boards can interfere with an individual's ability to satisfy his or her respon- 
sibdrties, either as a member of senior management or as a director. Before 
accepting an additional board position, a d rector should consider whether 
the acceptance of a new directorship will compromise the abOty to per- 
form present responsibilities. It also is good practice for directors to notify 
the chair of the corporate governance committee for each board on which 
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they serve before accepting a seat on the board of another corporation 
Some corporations require the phot approval of the corporate governance 
committee. SimiUrty, the corporation should establish a process to review 
senior management service on other boards prior to acceptance. 

i The board's independent or nonmanagemem directors should have the 
opportunity to meet regularly in executive session outside the presence of 
the CEO and any other management rhredors, In accordance with applica- 
ble listing standards 

• Time for an executive session should be placed on the agenda for every 
regularly scheduled board meeting 

• To maumue the effectiveness of executive sessions, there should be 
foBow-up with the CEO and other appropriate members of senior 
management 

• Many board responsibilities may be delegated to committees to permit 
directors to address key areas m more depth Regardless of whether the 
board grants plenary power to its committees with respect to particular 
issues or prefers to take recommendations from its committees, commit- 
tees should keep the full boaid informed of their activities Corporations 
benefit greatly from the collective wisdom of the enure board acting as a 
deliberative body, and the Interaction between committees and the full 
board should reflect this principle. 

• The board's agenda must be tarefuiy planned yet flexible enough to 
accommodate emergencies and unexpected developments The chairman 
of the board should work with the lead rkector (when the corporation has 
one) in setting the agenda and should be responsive to mdrwdual direc- 
tors’ requests to add items to the agenda and open to suggestions for 
improving the agenda It is important that the agenda and meeting sched- 
ule permit adequate I me for discussion and a healthy give-and-take 
between board members and management. 

t Board agendas should be stroctuied to allow time for open discussion. 
Board members should have full access to senior management 
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• The board must have accurate, complete information to do its job; the 
quality of information received by the board deadly affects its abrfity to 
perform its oversight function effectively Directors should receive and 
review information from a variety of sources, including management, board 
committees, outside experts, auditor presentations, and analyst and media 
reports- The board should be provided with information before board and 
committee meetings, with sufficient time to review and reflect on key 
issues and to request supplemental information as necessary. 

i Corporations should have an orientation process for new directors that is 
descried to famfiarire them with the corporation's business, industry and 
corporate governance practices. Common practices include bnefngs from 
senior management, on-site visits to the corporation's faoities, informal 
meetings wtth other deedors and written materials Corporations also 
should encotnge directors to take advantage of educational op port unties 
on an ongoing basis to enable them to better perform their duties and to 
keep Informed about developments in areas such as the corporation's 
industry, corporate governance and diredor responsibilities 

• Where appropriate, boards and board committees should seek advice from 
outside advisers independent of management with resped to matters 
within their responsibility. For example, there may be technical aspects of 
the corporation's business - such as risk assessment and risk management 
- or conflict of interest situations far which the board or a committee 
determines that additional expert advice would be usefii Simlarfy, many 
compensation comnvttees engage their own compensation consultants 
The board and Its committees should have the authority to select and 
retain advisers and approve the terms of their retention and fees 

Management Development and Succession 

• Long-term planning for CEO and senior management development and 
succession is one of the board's most Important functions. The board, its 
corporate governance committee or another committee of ^dependent 
directors should identify and regulaity update the qualities and characteris- 
tics necessary for an effective CEO. With these principles in mind, the 
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board or committee should periodically montor and review the develop- 
ment aid progression of potential interns) candidates against these 
standards 

• Emergency succession planning also is critical Working with the CEO, the 
board or committee should see that plans are in place for contingencies 
such as the departure, death or drsatxlrty of the CEO or other members of 
senior management to facikute the transition to both intenm and longer- 
term leadership in the event of an untimely vacancy 

• Under the oversight of an independent committee or the lead director, the 
board should annually review the performance of the CEO and participate 
with the CEO in the evaluation of members of senior management All 
nonmanagement members of the board shoidd participate with the CEO in 
senior management evaluations The resJts of the CEO's evaluation should 
be promptly communicated to the CEO in executive session by representa- 
tives of the Independent directors and used by the compensation 
committee or board in determining the CEO's compensation 

Board and Committee Evaluation 

• The board should have an effective mechanism for evaluating performance 
on a continuing basis. Meamngfui board evaluation requites an assessment 
of the effectiveness of the ful board, the operations of board committees 
and the contributions of individual directors. 

• For some companies, securities market Idling standards now require 
that the board and its audit, compensation and corporate governance 
committees conduct annual evaluations Regardless of whether an 
evaluation is required die performance of the full board should be 
evaluated annually, as should the performance of its committees, The 
board should use the annual self -evaluation to assess whether it is 
following the procedures necessary to function effectively Each board 
committee should conduct an annual self -evaluation to assess Its effec- 
tiveness, and the results of this evaluation should be reported to the 
full board 
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* The board should have a process for evaluating whether the individuals 
sitting on the board bring the skills and operwe appropriate for the 
corporation and how they work as a group. Board positions should not 
be regarded as permanent Directors should serve only so (ong as they 
add value to the board, and a Sector's ability to continue to con- 
tribute to the board should be examined by the corporate governance 
commrttee each time the director 8 considered for renominatton 

• Planning for the departure of directors and the designation of new 
board members is essential The board should plan ahead for changes 
in membership, and it should have written criteria for director candidates 
that stolid be re-evaluated periodically The board also should establish 
procedures for the retirement or replacement of board members These 
procedures may, for example, include a mandatory retirement age. a term 
limit and/or a reginrement that directors who change their primary 
employment tender a board resrgnaticn, providing an opportunity for 
the governance committee to consider the desirab*ty of their continued 
service on the board 
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IV. Relationships with Shareholders 
and Other Constituencies 

Corporations are often said to have obligations to shareholders and other con- 
stituencies, including employees, the communities in which they do business and 
government, but these obligations are best viewed as part of the paramount duty 
to optimize long-term shareholder value Business Roundtable believes that 
shareholder value is enhanced when a corporation treats its employees well, 
serves Its customers well, fosters good relationships with suppliers, maintains an 
effective compliance program and strong corporate governance practices, and has 
a reputation for civic responsibility. 

Shareholders and Investors 

i Corporations have a responsibility to communicate effectively and candid^ 
with shareholders The goal of shareholder communications should be to 
help shareholders understand the business, risk profile, financial condition 
and operating performance of the corporation and the board's corporate 
governance practices 

• Corporations communicate with investors and other constituencies not 
only in prary statements, annual and other reports, and formal shareholder 
meetings, but in many other ways as well All of these communications 
should provide consistency, darity and candor 

I Corporations should have effective procedures for shareholders to commu- 
nicate with the board and for directors to respond to shareholder concerns 
The board, or an independent committee such as the corporate gover- 
nance committee, should establish, oversee and regularly review and 
update these procedures as appropriate. 

• The board should respond in a timely manner to substantive communi- 
cations from shareholders, and when appropriate directors shoiAl meet 
with shareholders regarding issues of concern 
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• A corporation's procedures for shareholder communications ind Its gover- 
nance practices should be readily available to shareholders Information 
about the board's structure and operations, committee composition and 
responsibilities, corporate governance principles, and codes of ethics 
should be widely disseminated to shareholders 

i The board should be notified of shareholder proposals, and the board or 
Its corporate governance committee should oversee the corporation's 
response to these proposals 

» Directors should attend the corporation's annual meeting of shareholders, 
and the corporation should have a policy requiring attendance absent 
unusual drcumstances Time at the annual meeting should be set aside for 
shareholders to submit questions and for management or directors to 
respond to those questions 

• The board should seriously consider issues raised by shareholder proposals 
that receive substantial support and shoiid communicate its response to 
proposals to the shareholder- proponents and to aU shareholders 

» The board should respond appropriately when a director nominee receives 
a significant ‘withhold' or 'against* vote with respect to his or her elec- 
tion to the board. The corporate governance committee should assess the 
reasons for the vote and recommend to the boaid the action to be taken 
with respect to the vote, which should be communkated to the corpora- 
tion's shareholders. 

a In planning communications with shareholders and investors, corporations 
shoidd consider 

• Condor. Directors and management should never mislead or misinform 
shareholders about the corporation's operations or financial condition 

* Need for timely disclosure. In an age of instant communication, corpo- 
rations increasingly are disclosing significant information closer to the 
time when It arises and becomes available Business Roundtable sup- 
ports prompt disclosure of significant developments 
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• Use of technology Technology mete communicating quicker, easier 
and less expensive. Corporations should Uke advantage of technologi- 
cal advances to enhance the dissemination of infomiation to 
shareholders and employees 

• Ultimate goal of shareholder communications Wutever the substance 
of the communication, the corporation's ultimate goal should be to fur- 
nish infomiation that is honest, intehkybie, meaningful, timely and 
broadly disseminated and that gives investors a realistic picture of the 
corporation's financial condition and results of operations through the 
eyes of management 

Employees 

• It is in a corporation's best interest to treat employees fatly and equitably. 

• Corporations should hwe in place policies and practices that provide 
employees with compensation, including benefits, that is appropriate given 
the nature of the corporation's business and employees' Jo b responsibilities 
and geographic locations 

a Wien corporations offer retirement health care, insurance and other ben- 
efit plans employees shoiid be fully infoimed of the terms of those plans, 

i Corporations should have in place and pubkoze mechanisms for employees 
to seek guidance and to alert management and the board about potential 
or actual misconduct without f ear of retribution 

• Corporations should communicate honestly with their employees about 
corporate operations and financial performance 

Communities 

I Corporations have obligations to be good citizens of the local, national 
and international communities in which they do business. Failure to 
meet these obligations can result in damage to the corporation, both in 
mmediate economic terms and in longer-term reputational value 
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* A corporation should be a good citizen and contribute to the communities 
in which it operates by making charitable contributions and encouraging 
its directors, managers and employees to form relationshps with those 
communities A corporation also should be active in promoting awareness 
of health, safety and environmental issues, including any Issues that relate 
to the specific types of business in which the corporation is engaged 

Government 

• Corporations, like all citizens, must act within the law The penalties lor 
serious violations of law can be extremely severe, even life- threatening, for 
corporations Compliance is not only appropriate - it is essential 
Management should take reasonable steps to develop, implement and 
maintain an effective legal compliance program, and the board should be 
knowledgeable about and oversee the program, including periodically 
reviewing the program to gam reasonable assurance that it is effective m 
deterring and preventing misconduct. 

t Corporations have an important perspective to contribute to the public 
policy dialogue and should be actively involved in discussions about the 
development, enactment and revision of the laws and regulations that 
affect their businesses and the communities in which they operate and 
their employees reside 
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EXHIBIT II 

The Nominating Process and Corporate Governance Committees: Principles 
and Commentary (April 2004 ) 
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The Nominating Process and Corporate 
Governance Committees: Principles 

I. The corporate governance committee, which should be composed 
entirely of independent directors, should play a leadership role in 
shoping a compan/s corporate governance and overseeing the 
composition, structure, operation and evaluation of the board and 
its committees 

1 The corporate governance committee should take responsibility for 
assuring that a substantial mojority of the board meets appropriate 
standards of independence developed by the commttee and 
approved by the board, 

3. The corporate governance committee should develop and recommend 
to the boord o set of corporate governance principles, which the 
corporation should moke publicly available . 

4 Director candidates should be identified, evaluated and recommended 
to the boord by the corporate governance committee . The corporate 
governance committee should consider director candidates recom- 
mended by stockholders, os well os suggestions from directors, 
management and other sources 

5, The corporate governance committee should have on established 
process for evaluating the independence, contributions and effective- 
ness of incumbent directors when deciding whether to recommend 
those directors for re-nomination. 

6 The corporate governance commttee should be responsible for estab- 
lishing and overseeing procedures for stockholder communicobons 
wrth directors if the full board or another committee does not do so 

7 The corporate governance committee should assist the board in plan- 
ning for CEO and senior management development ond succession if 
another committee of independent directors does not do so 
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Introduction 

Business Roundtable is recognized as an authoritative voice on matters affecting 
American business corporations and, as such, has a keen interest in improving 
corporate governance practices. Business Roundtable is an association of chief 
executive officers of leading corporations with a combined workforce of more 
than 10 miKon employees in the United States and $37 tnlion in annual rev- 
enues. The chief executives are committed to advocating public policies that 
foster vigorous economic groMh, a dynamic global economy, and a wet-trained 
and productive U5 workforce essential for future competitiveness 

Every publidy owned corporation should have an Independent board committee 
that addresses director nominations and corporate governance issues. An effective 
corporate governance committee (often combined with, or referred to as, a nomi- 
nating committee) is central to the functioning of the board Traditionally, the 
corporate governance committee's role was to recommend director camhdates to 
the board and the corporation's stockholders. Over the past decade, however, 
the committee's role has expanded so that today at many corporations it plays a 
leadership role in shaping corporate governance and overseeing the compos* on. 
structure, operation, compensation and evaluation of the board and its committees 

Business Roundtable has developed seven principles to serve as best practices for 
the nominating process and corporate governance committees These principles 
are discussed In more detail in the commentary that follows, While the commen- 
tary Hustratcs ways to implement the principles, other approaches may be 
appropriate given the circumstances of an individual corporation 

It is critical to have independent director oversight of board nominations and 
operations However, references in the prinoples and commentary to the corpo- 
rate governance committee are not intended to preclude corporations from 
allocating responsibility for particular matters to a different committee, to the 
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independent director as a group or to the full board. (For example, although the 
pnncipies suggest that the corporate governance committee should assist the 
board in planmng for CEO and senior management succession, at some corpora- 
tions the compensation committee is charged with this responsibtty.) What Is 
important is that key corporate governance issues are addressed effectively by the 
independent members of the board. 
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Commentary on Principles 


I The corporate governance committee, which should be composed 
entirely of independent directors, should ploy o leadership role in 
shaping a company's corporate governance and overseeing the 
composition, structure, operation and evaluation of the board and 
rts committees 

» Members of the corporate governance committee should be independent 
in both fact and appearance, as determined by the board. They should 
haw the ability to exercise independent judgment free from any relation- 
ship or influence that could compromise their ability to approach 
nomnating and governance issues decisively and independently 

i The responsibditles of the corporate governance committee should be set 
out in a written committee charter that is made publicly avafcbie to stock- 
holders and other interested patties 

• The committee's responsibilities should indude identifying, evaluating and 
recommending director candidates to the board, establish^ criteria lor 
board and board committee membership; overseeing the evaluation of the 
board, developing and recommending to the board for public release a set 
of corporate governance principles; providing direction and oversight for 
director onentation and continuing education programs, overseeing prece- 
des for stockholder communications with the board; and assrstmg the 
board and the CEO in planring for CEO and senior management develop- 
ment and succession (or seeing that another committee or the full board 
addresses these issues) 

* The corporate governance committee should review the board's committee 
structure and recommend candidates for membership on the board's com- 
mittees As the corporation's circumstances change, it may be appropriate 
for the committee to recommend that the board add or itssofve board com- 
mittees (other than those required by law. regulation or listing standards) 
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• In recommending committee membership, the corporate governance 
committee should focus on the strengths that different (Vectors bring 
to the committees and the needs of the committees 

• K is the corporate governance committee's responsibility to see that key 
board committees, including the audit, compensation and nonwwting- 
corporate governance committees, are composed of directors who meet 
applicable independence and qualification standards 

• When evaluating potential committee chairs, the corporate governance 
convnttee should consider each canthdate's leadership abilities, as well 
as his or her e»pertise and evailebi&ty 

• The corporate governance committee, along with the full board, should 
consider whether periodic rotation of committee membership and chairs 
would provide fresh perspectives and enhance directors" fambanty with 
different aspects of the corporation's business. 

I The corporate governance committee shoiid be responsible for overseeing 
the effective functioning of the board. The committee should review the 
board’s policies relating to meeting schedules, meeting agendas and the 
participation of management at board and committee meetings. 

• The committee should evaluate the quality and timeliness of informa- 
tion received by the board and the manner in which it is provided The 
board should receive from management in a timely manner appropriately 
detailed information, and directors should request additional informa- 
tion as necessary 

• The board also should be provided with information from sources out- 
side the corporation, including analyst and press leports (both positive 
and negative) relating to the corporation, management, the industry 
and corporate governance issues 

• The board should have an opportunity to meet with members of 
management on a regular basis in order to assess their capabilities and 
to stay apprised of issues facing the company and its industry 


S 


The Nominating Process and Corporate Governance Committees Principles and Commentary 



180 


» The corporate governance committee should oversee evaluation of board 
and board committees performance and individual director contributions. 

• The performance of the full board should be evaluated at least annually 
Companies conduct board evaluations in a variety of ways, including 
discussions led by the board chair or the chair of the corporate gover- 
nance committee, annual board self -evaluation questionnaires and the 
use of third parties. 

• The committee and the board should assess how directors work as a 
group and with the CEO and whether changes in the composition of the 
board or key committees would better serve the corporation's interests. 

• Evaluation of the board Involves a candid assessment of the board's 
strengths and weaknesses. The committee should report to the board 
on any weaknesses identified through the evaluation process and. 
together with the board, should develop and implement plans to 
address those weaknesses 

• The corporate governance committee should conduct its own commit- 
tee self-evaluation and should assist other board committees with their 
setf-evaluatlons 

• Indnidual directors' contributions should be evaluated in connection 
vwth the re-nomination process, as discussed below 

• The corporate governance committee should establish procedures for the 
retirement or replacement of board members Such procedures may 
include a mandatory retirement age or term limits. In addition, directors 
who change primary employment should notify the chair of the corporate 
governance committee so that the committee may determine whether the 
director's continued service on the board is appropriate 

i The corporate governance committee should ask directors and the most 
senior executive officers to notify the corporate gwemance committee 
chair before accepting a positron on another for-profit company's board. 
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» The corporate governance committee, if the compensation committee does 
not do so, should review and recommend changes to the corporation's 
director compensation polities 

* A meaningful portion of a doctor's compensation should he in the 
form of long-term equity 

• The committee should consider establishing a requirement that, for as 
long as directors remain on the board, they hold a meaningful amount 
of company stock. 

’ The committee should renew the compensation provided to the lead or 
presiding director (if one has been designated) and key committee 
chairs to determine whether supplemental compensation, reflecting their 
additional responsiWeies and time commitment, woidd be appropriate 

l The corporate governance committee should take responsibility for 
assuring (hot o substantial majority of the board meets appropriate 
standards of independence developed by the committee and approved 
by the board 

• The corporate governance committee should monitor and safeguard the 
independence of the board and should see that a substantial majority of 
directors are independent In both fad and appearance, as determined by 
the board. 

a The committee should develop and recommend to the board standards for 
determining directors' independence, taking into account the requirements 
of the federal securities taws and applicable securities markets and the 
views of institutional investors and other relevant groups 

• An independent director should not have relationships with the corpora- 
tion or its management - whether business, employment, charitable or 
personal - that could impair his or her ability to ewrcise independent 
judgment. 
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• The committee should hew a rigorous screening process to uncover any 
conflicts of interest or other relationships affecting independence Director 
questionnaires are a useful part of this process. The committee also should 
review infonnation from other sources as necessary 

3 The corporate governance committee should develop and recommend 
to the boord o set of corporate governance prmoples. which the cor- 
poration should moke publicly available 

i The corporate governance committee should develop, recommend to the 
board and update as necessary a set of corporate governance principles. 

• The corporate governance principles of a public corporation should 
address, at a minimum, board leadership, qualifications for directors 
(including independence standards! director responsibiities. the structure 
and functioning of board committees, the board's access to management 
and independent advisers, director compensation, director orientation and 
continuing education, board evaluations, and management succession 

a The corporate governance principles should be made pubSdy available to 
the corporation's stockholders and other interested parties. 

» The corporate governance committee should conduct regular reviews of 
corporate governance trends and best practices and should recommend 
changes to the principles and board practices as appropriate 

4 Director candidates should be identified, evaluated and recommended 
fo the boord by the corporate governance committee The corporate 
governance committee should consider director candidates recom 
mended by stockholders, os well os suggestions from directors, 
management and other sources 

» A core function of the corporate governance committee is selecting and 
recommending to the board quabfred director candidates for election by 
the corporation's stockholders To perform this responsibility property, the 
committee should prepare and recommend to the boaid written criteria for 
director candidates Over time, the committee should evaluate whether 
changes to the board's criteria are appropriate. 
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• In developing criteria and evaluating mdrvidual candidates for nomina- 
tion, the corporate governance committee should consider the 
background and expertise of existing board members and the specific 
needs of the board 

• The composition of the board should reflect a mix of talents, experi- 
ence expertise and perspectives appropriate to the corporation's 
circumstances and strategic challenges, and the corporate governance 
committee should plan ahead for changes in board composition 

• The committee should consider candidates from a range of back- 
grounds Diversity in gender, age. race and perspective aH are 
appropriate considerations. In recent years, corporations have drawn 
directors from a variety of sources, including the public sector, educa- 
tional and charitable institutions, and senior management in addition to 
current and former CEOs 

• important criterta for directors mdude integrity, candor, good judgment, 
commitment and wilngness to consider matters before the board with 
objectivity and impartiality In addition, the committee should consider 
whether candidates have the requisite knowledge, skits and etperience 
to understand the buskiess of the corporation A candidate's prior suc- 
cess as a manager or director of another corporation or significant 
enterprise also may be relevant 

' The (ward's membership cmena shoiid be disclosed to the corporation's 
stockholders and included In its corporate governance principles. As the 
board's needs change, the corporate governance committee should 
update its criteria for membership. 

t Many corporate governance committees use executive search firms to 
assist them in identifying and recruiting qualified board candidates Any 
such outside firm should be retained by, and report rfinectJy to, the corpo- 
rate governance committee. 

* The corporate governance committee should encourage stockholder sug- 
gestions regarding board composition and should consider director 
candidates recommended by stockholders 
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• Tire corporation shouM disclose pubficry how and when stockholders 
may recommend director candidates to the corporate governance com- 
mittee for consideration and should indicate the information that must 
be provided so that those candidates can be considered by the commit- 
tee The corporation should update this information as necessary 

• The commrttee should evaluate stockholder candidates for director 
using the same criteria It uses to evaluate candidates recommended by 
other sources 

• The comnwtee should consider the candidate's ability to act in the best 
interests of the corporation and ad of its stockholders 

• The committee should communicate with any stockholder who 
recommends a candidate to the committee, informing him or her of 
the receipt and status of the recommendation and the committee’s 
determination regarding the candidate 

I Although It is appropriate fat the CEO to meet wrth board candidates, final 
responsibility for selecting director nominees should rest with the corporate 
governance committee and the board. 

5 The corporate governance committee should hove an established 
process for evo /noting the independence, contributions and effective- 
ness of incumbent directors when deciding whether tp recommend 
those directors for re-nommabon 

t Board positions should not be regarded as permanent Directors should 
serve only so long as they add value to the board and act in the best 
Interests of stockholders. The corporate governance committee should 
have a rigorous process for evaluating whether Incumbent directors continue 
to have the appropriate skills and experience to contribute to the board . 

• In assessing a director’s contributions, the foHowing should be considered 
his or her attendance, preparation and active partiopation at board and 
committee meetings; input from the CEO, the board's criteria for mem- 
bership; and current needs lor particidar background and expertise. 

• The committee should evaluate a director's availabitty and commitment 
going forward 


10 


Business Roundtable 



185 


» Corporate governance commntees us* a variety of means to assess direc- 
tors' contributions, including discussicins led by the board chair or the 
chair of the corporate governance committee, confidential seff -evaluations 
or peer evaluations. 

6 The corporate governance committee should be responsible for estab- 
lishing and overseeing procedures foe stockholder commamcotions 
with directors if the full board or onother committee does not do so 

• Every pubfidy owned corporation should have effective and meaningful 
procedures for stockholders to communicate with the board and for direc- 
tors to respond to stockholder concerns. 

• Such procedures may indude a mailing address, telephone number or 
electronic -mail address for stockholders to register concerns or ques- 
tions with the board as a whole, the independent directors or key 
commrttee chairs 

• The board, the corporate governance committee or members of man- 
agement shoidd consider meeting with stockholders regarding issues of 
concern 

• The corporate governance commrttee, another committee or the ful 
board should oversee the corporation’s response to proposals submitted 
by stockholders It may be appropriate for members of the board to 
meet with stockholders regarding specific proposal. In addition, the 
corporation should communicate its response to stockholder proposals 
that receive a majority vote 

• Directors should attend the corporation's annual meeting of stockholders 
and have a process for responding to stockholder questions concerning the 
corporation. At the annual meeting, commrttee chairs may wish to make 
presentations on certain issues 
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7. The corporate governance committee should assist the board In plan- 
ning for CEO ond senior management development and succession if 
another committee of independent directors does not do so 

» Long-term planning for CEO and senior management development and 
succession is one of the board's most important functions. The corporate 
governance committee should assist the board in identifying and regiiarfy 
updating the qualities necessary for an effective CEO of the corporation 

* The soard or the committee should monitor the development and pro- 
gression of potential internal candidates using these standards. 

• The board or the committee should review vwth the CEO what is being 
done to prepare potential camfcdates for succession 

• Emergency succession planning is equaty critical Woriang with the CEO, 
the board should assure that the corporation has a plan to deal with unex- 
pected events, such as the sudden departure, death or disability of the 
CEO or other senior managers 
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EXHIBIT III 

Guidelines for Shareholder-Director Communications (May 2005) 
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Guidelines for Shareholder-Director 
Communications 


1. Every publicly owned corporation should hove effective procedures 
for shareholders to commumcote with the board and for directors to 
respond to shareholders' concerns. 

2. A corporation's relationship with its shareholders should be character- 
ized by candor AH communications with shareholders should be 
consistent, clear ond candid 

3. A corporabon's procedures for shareholder-director communications, 
ond its corporate governance practices generally, should be readily 
availoble to shareholders. 

4 The board should be notified of oH proposals submitted by shareholders, 
and the board or its corporate governance committee should oversee the 
corporation's response to shareholders' proposals 

5. Directors should attend the corporation's annual meeting of share- 
holders and should respond, or ensure that management responds, 
to appropriate shareholder questions concerning the corporation 
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Introduction 

Business Roundtable is recognaed as an authontatrve voice on matters effecting 
American business corporations and. as such, has a keen interest in improving 
corporate governance practices. Business Roundtable is an association of chief 
executive officers of leading corporations neth a combined workforce of more 
than 10 million employees and (4 triton in annual revenues. The members of 
Business Roundtable have demonstrated their commitment to advocating public 
policies that foster vigorous economic growth, a dynamic global economy, and the 
well-wmed and productive U.S workforce essential for futue competitiveness 

Congress, the U5 Securities and Exchange Commission (SEC), and the national 
securities markets recently adopted reforms to strengthen shareholder-director 
communications and enhance related disclosures The busmess community strongly 
supports these reforms, and corporations have explored new ways to implement 
them To assist in this effort. Business Roundtable has developed five guidelines to 
serve as best practices for shareholder -rireclor communications. 

Laws and regulations cannot substitute for simple business sense and common 
courtesy - qualities that mandate fair, respectful treatment of shareholders and 
their views, ft is with these qualities in mod that we developed the guidelines and 
commentary in this report 
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Commentary on Guidelines 

I Every publicly owned corporation should hove effective procedures 
hr shareholders to communicate with the board and for directors to 
respond to shareholders' concern 

I The board, or one of its independent committees, should establish and 
oversee procedures for shareholder communications with directors. 

• These procedures may include a variety of communication methods, 
such as mad, telephone, electronic mail and face-to-face meetings with 
members of the board 

• Although communications wlh shareholders as a group genemly are 
management's responsibility, directors may initiate contact with share- 
holders when appropriate, generally with notification to management 

• Shareholders should have a mechanism to be able to register concerns 
or questions with the full board, the independent directors as a group 
or the chairs of key board committees Complaints related to accounting, 
internal controls or audttng matters should be handled pursuant to pro- 
cedures established by the audit committee 

• In addition, i the board has a lead or preskfing director, shareholders 
also should be able to communicate with that person 

* IMien appropriate, drectors should meet with shareholders regarding 
issues of concern At the same time, it should be made dear that the 
board values diversity of thought and that the views of one director are 
not necessarily the views of the board 

• Meetings with directors should be reserved for shareholders with serious 
concerns about significant company polities. 

• Mien appropriate, such meetings can include informal discussions with 
one or more directors or more formal meetings with the full boaid or a 
board committee 
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• The board should decide when management will be invited to attend 
meetings between shareholders and directors and what role manage- 
ment wilt play 

i The board should specifically designate a member of management (such 
as the corporate secretary, the head of investor relations or the general 
cotrnel) to cofcct, crganite and review commuilcations from shareholders 
unless afl suds communications are sem diredly to the board Any such pro- 
cedure should be approved and overseen by the independent directors or a 
committee of independent directors. 

• The board's designee should report to the board or an independent 
committee of the board at least guarterty on the number and nature of 
commrmicatrons received from shareholders and shot*) convey share- 
holders' requests to meet with directors When a communication is 
deemed to be urgent or to require immediate action, the designee 
should, as outlined in the above procedure, notify the board or the 
appropriate committee chair as soon as possible so that an appropriate 
response can be made. 

• The designee should forward to the boaid all substantive communica- 
tions. including letters, telephone inquines, electronic mail and 
comments on the corporation's proxy cards 

• Nonsubstantive communications, such as sotdtafions, advertisements, 
spam and mass mailings, as well as communications that are imdufy 
hostile, threatening, unlawful or simlarty inappropriate, may be enduded 
Any communication that is excluded (other than junk mail and spam) 
should be made avabbie to the nonmanagement directors upon request 
and should be referenced in the communications report delivered to the 
board 

• Records of all substantive communications from shareholders should be 
retained by the corporation lor a reasonable period of time 


Guidelines for Shareholder- Director Communications 



195 


* Die board should respond m a timely manner to substantive communi- 
cabons from shareholders. As set forth in the approved procedure for 
dealing with shareholder communications, directors may designate a 
member of management to respond on behalf of the corporation 

I In developing policies for shareholder-director communcations, the corpo- 
ration should be aware of legal restrictions, including the SEC's Regulation 
Fair Oisdosure (FO), that bar selective disclosure of material, nonpublic 
information. 

* Regulation FO should not stand in the way of shareholders sharing their 
concerns or meeting with directors. However, rtrectors should be carefd 
not to disclose material, nonpubfcc information to individual shareholders 
or groups of shareholders 

* Directors should consult management or legal counsel to assist with 
Regulation FD compliance 

I The board should regularly update and review its communications proce- 
dures. including benchmarking the corporation's policies against 
corporate governance best practices and the practices of peer companies, 
as appropriate 

2. A corporation's ratotionship with its shareholders should be charoc- 
temed try candor Ah communications with shareholders should be 
consistent clear and candid 

l When directors and management communicate with shareholders, they 
should do so can&dly They shcxid never mislead or misinform shareholders 

l The goal of communications with shareholders should be to help share- 
holders understand the corporation's business and the board's 
decisionmaking process 
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3 A corporation's procedures for shorehokfer-dnector communications, 
and its corporate governance practices generally, should be readily 
available to shareholders 

• 0«r disclosure of corporate governance information provides a foundation 
for effective shareholder-director commimlcatlons procedures information 
about the board's structure and operations, committee composition and 
responsibiities, corporate governance principles, and codes of ethics 
should be readily accessible to shareholders 

• Disclosure regarding procedures for shareholder-director communications 
should be transparent, accessible and understandable It may include 
contact information (such as a marling address, telephone number or 
electronic mail address) for the board, the independent directors as a 
group and key committee chairs. It also should provide iniormation on 
how to contact the lead or presiding drtetor, if one has been designated 

4 The boonl should be notified of oil proposals submitted Oy shareholders, 
ond the board or its corporate governance committee should oversee 
the corporation's response » shareholders proposals 

> Management should report periodically to the board or its corporate 
governance committee on the number, substance and status of proposals 
submitted by shareholders for inclusion In the corporation's proxy statement 

• Management also should report to the board ot the corporate governance 
committee on communications from shareholders indicating that a proposal 
will be submitted if certain steps are not taken by the corporation In many 
cases, management, under the oversight of the board or an independent 
board commute*, may be able to resolve shareholders' concerns outside the 
formal proxy process 

I The corporation generally should encourage a dialogue with the propo- 
nents of shareholders' proposals. Management and the directors, as 
appropriate, shot*) be available to speak or meet with proponents to 
discuss their concerns. 


Guidelines for Shareholder- Director Communications 



I The bond should consider seriously the issues raised by shareholders’ 
proposals that receive significant support and should communicate its 
response to such proposals to the proponents and an shareholders 

5. Directors should attend the corporation's annual meeting of share- 
holders and should respond, or ensure that management responds, 
to appropriate shareholder questions concerning the corporation 

t The corporation shoidd have a policy in place stating that all directors are 
expected to attend the annual meeting of shareholders, absent unusual 
circumstances 

• At the annua! meeting, committee chairs may wish to make presentations 
or comment on certain issues. 

» The corporation shoiid have a process for responding to shareholder ques- 
tions submitted before, during and after the annual meeting. 

* This process may Indude management or drectory as appropriate, 
answering questions in person at the meeting; responding to shareholders 
by mad. telephone or electronic mail, or scheduling individual meetings 
with shareholders 

• The corporation should set aside time at the annual meeting for share- 
holders to submit questions and for management or dkectors to 
respond 
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EXHIBIT IV 

Executive Compensation: Principles and Commentary (January 2007) 



Business Roundtable* 


Executive Compensation 

Principles and Commentary 


January 2007 



Business Roundtable* 


Business Roundtable (m*w buvnessrcundiaWe org) is 
an association ol chief necutive officets of leading 
U S companies with $4 5 tnllioo in annual revenues 
and more than 10 nvilion employees Member compa 
mes comprise nearly a third of the total value of the 
U S stock market and represent over 40 percent of at 
corporate income tarn paid to the federal government 
Collectively, they returned more than $112 b ’lion in 
dividends to shareholders and the economy in 2005 

Roundtable companies gme more than $7 tv’lion a year 
in combined charitable contributions, representing 
nearly 60 percent of total corporate giving They are 
technology innovation leaders, wth $90 billion in 
annual research and development spending nearly 
half of the total private R&D spending in the US. 
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Principles of Executive Compensation 

1. Executive compensation should be dosely aligned with the long-term 
interests of shareholders and with corporate goofs and strategies It 
should include significant performance-based catena related to long- 
term shareholder value and should reflect upside potential ond 
downside risk. 

2. Compensation of the CEO ond other top executives should be deter- 
mined entirely by independent directors, either as a compensation 
committee or together with the other independent directors based on 
the committee's recommendations 

3. The compensation committee should understand ail aspects of executive 
compensation ond should review the maximum payout and all benefits 
under executive compensation arrangements The compensation com- 
mittee should understand the maximum payout and consequences under 
multiple scenarios, including retirement termination with or without 
cause, and severance in connection with business combinations or sale 
of the busmess- 

4 The compensation committee should require executives to build ond 
maintain significant continuing equity investment in the corporation 

5. The compensation committee should have independent experienced 
expertise available to provide advice on executive compensation 
ormngements ond plans. The compensation commrttee should oversee 
consultants to ensure that they do not have conflicts that would limit 
their ability to provide independent odvice 

6. The compensation committee should oversee its corporation's execu- 
tive compensation programs to see (hot they are in compliance with 
opplicoble laws and regulations ond ollgned with best practices 

7. Corporations should provide complete, occurote, understandable and 
timely disclosure to shorehofders concerning all elements of executive 
compensation ond the factors underlying executive compensation poli- 
cies ond decisions . 
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Introduction 


Business Roundtable. an association of CEOs of 160 leading corporations, is com- 
mitted to policies and actions that stimiiate economic growth and foster investor 
confidence and pubic trust in busmesses Roundtable CEOs take seriously their 
responsibilities to mprove corporate governance and promote the Ivghest stan- 
dards of accountability and ethical behavior 

Business Roundtable CEOs lead companies with more than $45 trillion in annual 
revenues and more than 10 million employees Member companies compose nearly 
a third of the total value of the US stock market, collectively returned more than 
$110 bSon in drvidends to shareholders and the economy m 2005. and represent 
nearly a third of all corporate income taws paid to the federal government The 
CEOs advocate public pekoes that encourage economic growth In the United 
States and across the world and have been leaders m developing the well-trained 
and productive US workforce essential lor future competitiveness 

For the past three decades, compensation has played an increasingly significant role 
in attracting, retiring and motivating executive officers and employees at al levels 
In March 1992. when Business Roindtable released Executive CompemaOon/Shart 
CXmershrp, we noted the intense interest In compensation paid to corporate execu- 
tives. The stock market boom of the late 1990s and the corporate failiaes in the 
early part of this decade have heightened the focus on executive compensation. 
Moreover, there has been a growing concern among investors and the public that 
pay has not always been commensurate weth performance, with a perception that 
some executives hare reaped substantial financial rewards men at Ones of dedn- 
mg stock prices and large losses to employees and shareholders Roundtable CEOs 
share that concern and believe that executive compensation should be deaity linked 
to company performance 

Since the publication of our executive compensation principles, there has been 
continumg scrutiny of executive compensation and developments relating to 
compensation committees. Major securities markets have adopted listing stan- 
dards that requee compensation committees' or independent directors' oversight 
of executive compensation, along with presented minimum responsibilities for 
compensation committees 
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Given the ongoing development of best practices in executive compensation. 
Business Roundtable is updating our principles of executive compensation In addi- 
tion, the Roundtable ages ail corporations to make their compensation policies 
and practices as responsible and transparent as possible. 

Compensation should serve the objectives of a corporation’s business. 
Accordingly, the structure and components of an appropriate executive compen- 
sation program will vary widely among corporations due to such factors as a 
corporation's site, industry, competitive challenges and culture Nevertheless, 
the executive compensation program of every publicly owned corporation should 
adhere to two fundamental characteristics, first, it should reflect the core princi- 
ple of pay for results. Although this concept is not new, it means that a cor- 
poration's executive compensation program not only rewards success, but also 
incorporates a meaningful element of risk Additionally, It should reflect the per- 
formance of the corporation, not just the stock market in general Second, the 
executive compensation program of every publicly traded corporation should be 
established and overseen by a committee comprised solefy of independent direc- 
tors who, among other things, set the goals and objectives for executive 
compensation and determine whether those goals and objectives have been 
achieved. In doing so, compensation committees should be aware of alt aspects 
of their corporation's executive compensation and see that the compensation 
arrangements are in the best interests of shareholders 

Burfdmg on these characteristics as a foundation. Business Roundtable has 
developed seven interrelated principles to serve as best practices for the design, 
implementation and oversight of executive compensation programs at publicly 
held corporations 

We urge ai corporations and their compensation comnvtlees to consider these 
practices as they develop and implement executive compensation arrangements 
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Commentary on Executive Compensation 
Principles 

1 Executive compensation should be dose/y aligned with the long-term 
interests of shareholders and with corporate goats and strategies It should 
rodude significant performance-based catena related to long-term sfnre- 
holder value ond should reflect upside potential and downside nsk. 

• Corporation is a primary tool for attracting and retaining the highly 
qualified Individuals necessary far a corporation to succeed in a compet.- 
twe world economy The board of directors s responsible for adopting and 
overseeing the implementation of compensation poioes that support the 
corporation's ability to compete successful^ in the marketplace 

* Executive compensation should directly link the nterests of executive officers, 
both individually and as a team, to the long-term interests of sharetulders 
Eqiaty- based compensation can be effective in accompkshng this objective 
Establishing a meaningful ink between executive office) and shareholder 
interests requires carefU consideration of the reentries created by different 
farms of compensation 

I Compensation committees and boards of directors should establish mean- 
ingful goals far performance-based compensation; payment should be tied 
to the achievement of those goals A fafure to meet performance goals 
should reduce or eliminate payments. 

I Once performance goals have been established, corporations should 
adhere to them A corporation should not adjust previously established 
targets or reprice options prior to the end of a performance measurement 
period or the options' term simpfy because it appears that results for that 
period or teim may fall short of the goals 

» fa setting performance goals, corporations should look beyond short-term 
market value changes and focus on metrics related to long-term share- 
holder value creation Compensation plans shoiid further both the 
near-term objectives and the corporation's long-term strategy, and they 
should be consistent with the cidhire of the corporation and the overall 
goal of enhancing sustainable shareholder value They should avoid wind- 
falls doe solely to general stock market performance 
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> In setting performance measires, consideration should be given to a vari- 
ety of performance metrics, both qualitative and quantitative These 
metrics shoiid not be bed solely to the corporation's short-term stock 
price Examples of quantitative metrics that may be used indude such 
items as cash and debt management, cost containment, drwderxis and 
eammgs per share, labor relations, margins, market share, mergers and 
acquisitions, return on equity, revenue and profit growth, sale of assets, 
stock pnee. and significant reorganizations Qualitative metrics indude 
such items as community relations, crisis response, customer satisfaction, 
employee development and relations, ethics and a culture of Integrity, 
leadership, legal compliance, product quality, succession planning, and 
workforce diversity. In addition, consideration of performance relative to 
peer groups as well as absolute performance may be appropriate measures 

• Performance-based incentives should reflect both business and individual 
accomplishments Incentives shot*) be tied not only to the corporation's 
operating results, but also to the executive's distinctive leadership in man- 
aging the corporation effectively and ethically, which creates tong-term 
value for shareholders 

• A meaningful portion of executive compensation should be performance 
based, thereby incorporating a greater element of downside nsk into com- 
pensation arrangements This can be accomplished, for example, by linking 
the granting or vesting of equity compensation to the achievement of 
meaningful performance targets, including a meaningful vesting period 
Performance-based or performance-vested stock options, performance 
share units, or stock appreciation rights that arc payable In the corpora- 
tion's stock or cash - only If targets are met - put equity-based 
compensation 'at risk' and link pay to performance 

• Restricted stock can be an alternative or supplement to stock options and 
other equity-based compensation. Although restricted stock can be an 
appropriate and effective retention device, it also can be more effective as 
a long-term Incentive if it is paid or vests based on the achievement of 
specified performance targets 

• Performance-based incentives often wil measure accomplishments over 
several years. For example, in a year when the corporation experiences 
declining financial resrits, the CEO may receive performance-based 
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compensation keyed to a previously established multiyear target Srmiarty, 
gams reakted from option exercises and stock sales in a given year may be 
the result of options granted over many years and several years' apprecia- 
tion m the underlying stock Corporations should take steps to enhance 
investor understanding of the relationship between pay and performance 
by providing rrveanmgfut dsdosure about this relationship in the corpora- 
tion's Compensation Discussion and Analysis (CD&A) 

2 Compensation of the CEO and other top executives should be deter- 
mined entirely by independent directors, either os o compensation 
committee or together with the other independent directors based on 
the committee's recommendations 

• Directors who sit on a compensation commrtue should be independent n 
both fact and appearance. Committee members shotdd have, and be per- 
ceived to have, the ability to exercise independent judgment free from any 
relationship or mfiuenc* that cotdd appear to compromise their ability to 
approach compensation issues dedsivefy and independently 

• In recommending directors to serve on the compensation committee, the 
corporate gavemance/nommating committee should consider the fotowmg 


• A dnraxly of professional backgrounds 6 important to the effective func- 
tioning of a compensation committee. 

• Periodic rotation of members and the chair can bring fresh perspectives 
to the compensation committee 

• All members ol the committee should have sufficient knowledge of execu- 
te* comoensaOon and related issues to perform their responsbities 
effectively in-depth orientation shoidd be provided to new committee 
members, and aH committee members shodd be encouaged to partxrpatt 
in contnumg education programs related to executive compensation 

I The particular duties and responsibilit ies that are delegated to the compen- 
sation committee will depend on the corporation and shoid be set forth in 
the committee's written charter. At a minimum, the duties and responsibili- 
ties of the compensation committee should ndude 

• Overseeing the corporation's overall compensation structure, policies 
and programs; 
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• Renewing and appraving corporate goals and objectn«s reiating to 
executive compensation. 

• Evaluating executive offices' performance in light of those goals and 
objectives, 

• Determining and app«Mng(eitl» as a committee ot together with the 
other independent directors) executive officers' compensation level based 
on this evaluation, and 


* Setting or maicing recommendations to the board Mth respect to execu- 
tive compensation and compensation plans 

• The compensation committee should play an Integral role in the preparation 
of the CD&A to be Included In a corporation's proxy statement or annual 
report and It should see that the CO&A effectively explarts the material 
aspects of the corporation's compensation objectives and the factors under- 
lying executive compensation decisions. The compensation committee also 
must indicate in its committee report whether it has renewed and discussed 
the CD&A with management and recommended to the board that the CO&A 
be included in the corporation's proxy statement or annual report. 

» The compensation comnmee should perform an annual evaluation of « per- 
formance and review the adequacy of the committee's charter In light of the 
renew, the compensation committee should corader appropriate changes n 
its practices and recommend any necessaty changes in its charter to the board 

• Corporations should consider having compensation committee chairs speak 
for the corporation on executive compensation matters and be available at 
annual meetmgs to address executive compensation. 

3 The compensation committee should understand ah aspects of exec- 
utive compensation ond should review the maximum payout and all 
benefits under executive compensation arrangements. The compen 
sotron committee should understood the maximum poyout and 
consequences under multiple scenarios, including retirement terrm- 
natrn with or without cause, and severance in connection with 
business combinations or sole of the business 

• The compensation committee should fully imderstand all the benefits and 
consequences to the executive and the costs to the corporation of the 
compensation arrangement under various circumstances, including under a 
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range of economic results and severance scenarios The committee should 
understand how the various elements of cash and noncash condensation, 
"cluing benefits, deferred compensation anangements and supplemental 
retirement benefits, are allocated and work together In addition, the com- 
mittee should understand the accounting and tar aspects of different types 
of arrangements Executive compensation arrangements should not be 
undiiy complex 

i The compensation committee should be aware of all elements of the com- 
pensation of each executive officer, there shoiid be no surprises This may 
be fabfcated by the use of tally sheets, which should indude al forms of 
compensation 

• In structuring a compensation arrangement, consideration should be given to 
whether the amount and mix of compensation is reasonable; appropriate 
and fair in light of the roles. lesponsitxfoes and performance of the indwid- 
ual, the corporation's circumstances and overall compensation structure, and 
the need to attract and retain high-quality executive officers 

• The committee should consider bulking mto executive compensation agree- 
ments the right to review and consider changes at appropriate time intervals 
When a compensation arrangement is modified, the committee should 
assess and understand how the change will affect the overal compensation 
of an executive officer 

a Particular attention should be paid to severance anangements and to al 
benefits provided to executive officers m connection with termnatioo of 
employment Corporations shoiid review such arrangements on a regular 
basis. They shoiid not offer excessive severance packages that reward exec- 
utives who have not met performance goals and objectives during the term 
of their employment Employment contracts, if any, should clearly articUate 
the consequences of termination and the artumstances in whfoh an execu- 
tive can be tenranated for cause. 

4 The compensation committee should require executives to build ond 

maintain significant continuing equity investment in the corporation 

» The compensation committee shoiid esubksh requirements that executive 
officers and members of the board of directors acquire and hold a meaning- 
ful amount of the corporation's stock to aagn executive and director 
Interests with the Merest* of shareholders 
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» Stock retenbon requirements can fast er a long-term stake in the corporation 
among executive officers The compensation commrttee shot*) require that 
executive officers hold a specified amount of the stock for a period of time 
until they meet the corporation's stock ownership guidelines or until they 
leave the corporation 

• To mliwiCe questions and possible concerns about the propriety of particu- 
lar stock trades, corporations should make avakable to executive officers and 
directors prearranged trading plans to the extent they determine to sell some 
portion of their stock- When executive officers and directors enter into such 
trading plans, they shoiid be disclosed 

5. The compensation committee should how independent, experienced 
expertise moibble to provide advice on executive compensation 
arrangements ond plans. The compensation committee should over- 
see consultants to ensure that they do not hove conflicts thot would 
lima their obility to provide independent advice 

» The compensation committee should have the authority to retain compen- 
sation consultants, counsel and other outside experts in compensation 
matters to provide the committee with independent advice for performing 
its responsibSties. Nevertheless, decisions with respect to executive com- 
pensation are the ultimate rtsponsMity of the compensation committee 
and the the board. 

I The compensation committee should retain and oversee any compensation 
consultants hired to asset with executive compensation matters, approve the 
terms of their retenbon and fees, and evaluate their performance. In doing 
so, the committee should consider any other work that the consultants may 
perform for the corporation and whether suth work has any impact on the 
advnci provided to the compensation committee. The compensation commit- 
tee should consider whether it shoiid preapprove any other work the 
consultant does for the corporation. 

I The compensation committee shoiid use information from a variety of 
sources in determining compensation levels The committee should resist 
an over-reliance on surveys and other statistical analyses in determining 
compensation levels Although such information can be used as a tod, 
company-specific factors should be given significant weight m determimng 
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executive compensation In addition, the compensation committee should 
cartfidiy examine the composition of any peer groups used in considering 
executive compensation and consider, among other things, the perform- 
ance of the other corporations included in the peer group 

» The compensation committee should retain independent counsel that reports 
directly to the committee to assist in negotiation of the CEO contract and 
benefits and to assist the committee *1 addressing its other responsiWties 
as appropriate 

6 The compensation committee should oversee its corporation's execu- 
tive compensation programs to see that they ore in comphonce with 

applicable laws and regulations and aligned with best practices 

• The compensation committee should assess whether executive compensation 
programs are consistent with the corporation’s goals and strategies 

i The compensation eomrrvttee should review on an ongoing basis its policies 
and practices with respect to the granting of stock options and other forms 
of equity compensation to see that they are in accord with state corporate 
law, Securer and Exchange Commission (SEC) rules, accounting standards. 
Internal Revenue Service regidabons, and any other applicable requirements 
The committee should be sensitive to the timing of such grants (e g, no 
'hack dating') and maintain consistent practices, 

• Corporations should consider adopting pofcoes and/or provisions in com- 
pensation plans or agreements that permit them to seek the return of 
bonuses and equity compensation from executive officers in the event of a 
financial restatement or fraud resulting horn an executive's misconduct or 
fraudulent activity. 

» The compensation committee should carefully examne executive perqusites 
and determine whether they are appropriate and in the interest of sharehold- 
ers If not, the corporation should not bear the cost of personal expenses 

» Benefits granted to executive officers shot*) not be safeguarded to a greater 
extent than regidar employee benefits 

» Corporations should be sensitive to the appearance of executive compensa- 
tion practices, and special attention should be given to such controversial 
practices as: 


Executive Compensation Principles and Commentary 



212 


II 


• lax gross-ups and supplemental retirement plans beyond those provided 
to other employees and 

• fkeferentri imrestment or abominates mterest far deferred compensation 

7 Corporation should provide complete, occurote, understandable and 
timely disclosure to shareholders concerning all elements of executive 
compensation and the factors underlying executive compensation 
policies and decisions. 

t Disclosure about executive compensation should be transparent and under- 
standable to shareholders and in plan English. Corporations should disclose 
the terms of executive officer employment arrangements when they are 
entered into or matehaly changed Disdosui* about a corporation's execu- 
te* compensation arrangements, as a whole, should address not only the 
farm and amount of executive compensation (including projections of future 
benefits), but also the interaction of the different elements of compensa- 
tion, the economic Impact of the compensation (such as any dlution 
resulting from stock options) on the corporation and Its shareholders, the 
material factors underlying compensation policies and decisions, why specific 
elements of compensation were awarded, and the relationship of execute* 
compensation to corporate goals and strategy 

• Corporations afso should disclose the criteria used in perform***- based 
awards to execi/rves and the measurement methods used to detemwie 
whether those criteria have been met, unless rfcdosixe of the oiteria 
involves the rfcdosire of trade secrets or confidential information that could 
cause competitive harm. 

» As required by SEC rules, the CD&A included in the proxy statement or annual 
report shoUd provide shareholders an explanation of al material elements of 
compensation fot execute* office* The CD4A should include information 
explanng the objectives of the compensation program, what the compensa- 
tion program o designed to award, and how each dement fits into the 
corporation's overall compensation objectives and affects other elements. 

* Corporations should use the CD&A to provide shareholders with meanmgfif 
and understandable dsdosure about then executive compensation philosophy 
poiioes and practices, the factors that the compensation committee and the 
board consider in making compensation decisions; and the relabonship 
between executive compensation and corporate performance 
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EXHIBIT V 

Principles for Responding to the Financial Markets Crisis (2009) 
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Business Roundtable Principle* for Responding (o the Financial Markets Crisis 

Background 

Business Roundtable a an association of chief executive officers of leading US. companies with 
more than Si trillion m annual revenues and nearly 10 million employees Business Roundtable 
believes the basic interests of business closely parallel the interests of American workers, who 
are directly linked to companies as consumers, employees, shareholders and suppliers In their 
roles as CEOs, Business Roundtable members are responsible for the jobs, products, services and 
benefits that affect the economic well-being of all Americans 

Business Roundtable has worked with the prior and current administrations and with Congress to 
put tn place programs and other initiatives to help America emerge horn the current recession 
Our highest priority a and has been to grow the U S economy and produce jobs, so that all 
Americans can enjoy better bvts- To that end. Business Roundtable supported passage of the 
Emergency Economic Stabilization Act and a targeted economic tumulus package We also 
support robust and thoughtful financial services regulatory reform, reform that supports the 
principle of economic and job growth tn America 

Business Rouadlable approaches financial services regulatory reform bom a user perspective 
Most of our members, while not financial services companies, work with and rely upon such 
companies to finance our activnues, to insure against risk, to grow and expand. We understand 
the importance of functioning financial markets because we rely on them literally every day and 
could not provide jobs, products, and services without them. 

Modernizing our financial services regulatory reform system is not just an issue for corporations 
More than half of American households are invested - directly or indirectly • in our financial 
markets through stocks, retirement plans and mutual funds Virtually every American household 
uses credit for mortgages and for auto and student loans. Companies targe and small that are 
unrelated to the financial sector are seeing an advene impact on their businesses from the current 
financial ensis. hi developing a more modem, strong, financial services regulatory structure, it is 
important to bear in mind what needs fixing - and what does not. 

Even as the Administration and Congress turn to the task of enacting financial services 
regulatory reform, they must take further steps m the short term to fix our financial markets 
Liquidity and credit problems continue to affect businesses throughout our economy and, while 
both this and the previous Administration have established programs that hive helped with 
respect to particular types of issues or particular businesses, many problems remain and many 
companies continue to need more access to credit 

For example, on October 7, 2008, in response to the disruption m tbc commercial paper market, 
the Board of Governors of the Federal Reserve System (FRB) announced the creation of a 
Commercial Paper Funding Facility (CPFF), established by the New York Federal Reserve Bank 
to purchase commercial papa The facility was, and remains, limited to commercial papa rated 
A-l/P-l/F-l ("Tie !" commercial paper) The establishment of this facility helped to restore 
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liquidity to the Tier 1 commercial paper market as interest rates fell dramatically and short-term 
funds again became available at low-interest rates to Tier I issuers At the same time, the Tier 1 
CPFF hurt A-2/P-2/F-2 (Tier 2*} issuers as the market appeared to penalize these companies for 
not having access to the government backstop 

This disruption in the commercial paper market - and associated cost increases and uncertainty - 
hurt business activity, affected companies' ability to retain and hire workers, and sharply 
curtailed financing provided to suppliers, dealers and customers The inability to secure short- 
term financing sends tremors throughout the economy by forcing companies to postpone capital 
expenditures indefinitely and by disrupting supply chains and affecting production This 
unnecessarily harms the manufacturers and businesses that rely on those outlays to create new 
jobs and retain existing workers. 

While the commercial paper market has unproved since last fall, it remains a challenge for many 
companies to gam access at reasonable rates and terms Yet the CPFF has not been expanded. 

Likewise, the federal government can and should do more to mcentivizc lending to small and 
medium-sized businesses One possibility is to use Troubled Asset Relief Program repayments to 
help guarantee loans to such businesses. 

This and the previous Administration deserve credit for developing programs designed to jump- 
start the credit markets However, Business Roundtable believes that the federal government 
should do everything practicable to restore market liquidity to normal levels. 

PiukipIh for Responding to the Financial Markets Crisis 

What follows is a set of principles for, in the short term, restoring a healthy flow of credit 
throughout our economy and, in the longer term, enacting financial services regulatory reform 
that can help our economy sustain economic and job growth 

• Restoruvit Credit Flow 

o The federal government should do more to assist with the severe short term 
liquidity and credit problems that continue to fuel the financial markets crisis. 
Further consideration should be given to expanding programs to additional 
companies or assets where assistance is particularly needed and the federal 
government should seek more creative ways to limit taxpayer risk, 
o Conditions placed on participation in such government programs should not be 
moving targets Businesses and the millions of Americans who rely on them for 
jobs and invest in them should know at the outset what requirements apply to 
program participants. 

o Greater transparency is needed of the process for exiting government programs 
Uncertainty over exit requirements limits participation u programs and 
diminishes the assistance they provide to businesses and the economy 
o The federal government should make it dear that these programs are temporary 
and should develop plans to provide for a smooth transition once the economy 
recovers and these programs are no longer needed. Permanent programs could 
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lead to market distortions and mispriced credit detrimental to the interests of well- 
run companies. 

Process for Reform 

o The current financial crisis calls for financial services regulatory reform, and the 
most important principle for reform is not to get it done quickly but to get it done 
right The potential consequences of getting it wrong arc enormous , far more so 
than the consequences of taking more time to draft legislation that is better 
conceived and more likely to help the economy grow long term. 

o The bipartisan, independent commission created by Congress should look 
carefully at what happened and make recommendations on how to fix the system. 
A more developed factual record would lay a deeper foundation for reform and 
likely lead to a better, consensus-driven and more politically-resilient product 

Systemic Risk 

o An appropriate entity or council should be tasked with working to prevent a future 
crisis from occurring while preserving an environment conducive to economic 
growth and job creation. 

o The systemic risk regulator should emphasize transparency, not restrictions. 

o The systemic nsk regulator should not be layered on top of the existing regulatory 
structure and, indeed, systcmically significant institutions should be regulated on 
a consistent and consolidated basis. Bifurcated regulation of systcmically 
significant activities can increase systemic risk by creating potential regulatory 
gaps and inconsistencies. 

o The systemic risk regulator should have the authority to regulate derivative 
products and instruments as well as to address mortgage nsk. 

o The systemic nsk regulator should avoid identifying systemically significant 
institutions, the failure of which would cause unacceptable barm to our economy 
and instead focus on activities that could cause unacceptable harm to our 
economy The systemic risk regulator should treat differently a company's efforts 
to finance its own products and technologies and activities surrounding the 
creation and trading of complex derivative instruments 

Resolution Authority 

o The federal government should have a process in place to help guide systemically 
significant institutions (SSIs) quickly and successfully through critical periods, 
during times of financial crisis, and to resolve them in an orderly manner if 
necessary. The process should not duplicate or interfere with existing resolution 
mechanisms for non-SSIs 

o Resolution authority parameters should be carefully drawn so that the legitimate 
expectations and interests of creditors (which are often pension or other 
retirement funds) and other stakeholders are respected. Without appropriate 
safeguards on the exercise of resolution authority, the cost of financing could 
increase as investors and creditors price in the future nsk of having then rights 
limited or cancelled 
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o The new system should, to the extent possible, be based on the Bankruptcy Code 
with divergence only as necessary to create a more streamlined process to protect 
the interests of taxpayers and the economy. 

Corporate Governance 

o The primacy of state corporation law should be respected. Moreover, a 

corporation should be governed by its board of directors in compliance with such 
law even where the federal government has invested in the company 
o Corporate boards should be allowed to establish appropriate compensation 
policies. The federal government's role in the manner in which compensation is 
set should be temporary and limited to companies in which the government has 
taken an equity stake with taxpayer dollars 

o In order to better ensure the long-term viability of companies to create and protect 
jobs, shareholders should be given more and better information about - and 
consideration should be given to providing additional authority to regulate - 
activist investors seeking to influence a company’s policies. 

Derivatives 

o OTC derivatives dealers and systemically significant market participants should 
be subject to a strong regulatory and supervisory regime 
o Centralized clearing of standardized, liquid OTC derivatives between dealers 
should be required in order to bring additional transparency to a large portion of 
the derivatives market providing key information on pricing, volume, and risk, 
o Care must be taken not to destroy the specialized derivatives market by mandating 
clearing or exchange trading. As Secretary Geithner has testified, the 
Administration's proposal is designed "to preserve the capacity for the more 
specialized tailored products which our system relics on to manage risk 
effectively." 

o Companies should disclose their risk management and oversight practices and key 
performance indicators to the extent that such disclosure docs not infringe upon 
the need to protect competition and sensitive information, 
o In 2007, the SEC eliminated the short sale uptick rule, which had been in place 
for decades An appropriate form of the uptick rule should be reinstated, and there 
should be greater transparency of short Sidling activity. 

Accounting 

o Accounting standards should not be set through legislation The Financial 

Accounting Standards Board should be permitted to continue to use its process of 
standard setting through a public comment and hearing process coupled with 
additional staff guidance on particular interpretative questions being raised under 
the guidance . 


Prudential Regulation 
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o Explore consolidation of prudential regulatory functions to create more effective 
regulation and prevent forum-sbopping and competitive non-regulation. 

o Consider combining SEC and CFTC. 

o Avoid duplicative regulation of financial products through the creation of a 
'financial products protection agency” or other means Regulatory gaps should be 
filled as needed but without creating an additional layer of bureaucracy or 
overlapping or overly- intrusive authorities 

OMa! Approach 

o Key regulatory policies should be coordinated throughout the international 
community to ensure more consistent and predictable supervision and regulation 

Credit Rating Agencies 

o New regulations pertaining to credit rating agencies must be considered with an 
eye toward international consistency and preserving the analytical independence 
of credit ratings agencies from government proscriptions A regulatory system 
should mandate registration for credit rating agencies and require greater 
transparency about their management of conflicts of interest and the processes 
and procedures for analyzing creditworthiness Selling these types of 
requirements, coupled with accountability to regulatory authorities through a 
system of fines, penalties, and sanctions, will help restore confidence in the credit 
rating industry and foster increased competition, while affording ratings agencies 
the flexibility to address market innovation going forward. 

o Credit rating agencies should disclose and apply ratings processes, 

methodologies, benchmarks, standards and metrics in a consistent manner that is 
appropriate to the particular class of securities. 

Insurance 

o Congress should consider an appropriate federal role m the regulation of 
insurance that could assist in meeting the goals of financial modernization and 
address international matters related to insurance 
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EXHIBIT VI 

2008 Business Roundtable Survey 



Business Roundtable 

2008 CORPORATE GOVERNANCE SURVEY 

BOARD OF DIRECTORS 


I) Do you hive: 

a) a separate chairman who is independent 

b) a separate chairman who is not independent 

c) a prcsidingtlead director whose primary function 
is to chan executive sessions 

d) a prcstdinglead director wbo chairs executive 
sessions nod performs additional functions 

e) none of the above 


J since 200. 

since 200 
3 since 200. 

D imce 200. 

□ 


2) How often do your non-management ( or independent) directors meet m Executive 
Session each year 1 

2007 2008 

(expected) 

a) never 

b) once or twice 

c) three- four times but not at every regular Board 
meeting 

d) at every regular Board meeting 


3) Do the Audit, Compensation and Noounating Govcraance Committees meet in Executive 

Session each year (check all that apply)? 

a) no, committees do not meet in Executive Session f~ 

b) yes (Audit) 

b) yes (Compensation) 

d) yes (Nommatm^GovemaBce) ~ 

e) if yes, how often do Executive Sessions occur Audit Comp Nornf 

Gov 


once or twice 

three-four limes but not at every regular committee 
meeting 

at every regular committee meeting 


8 8 B 
□ □ □ 



4) Do you perform formal individual director evaluations? 


2007 


a) no 

b) yes 

c) if yes, indicate which apply; 

self evaluation 
peer evaluation 


one-on -ooe discussion interview 


other - please explain below: 


B 


2008 

T 


5) what percentage of the Board is independent, excluding the CEO, under applicable 


listing standards? 


a) less than 60% 

b) 61-80% 

c) 81-99% 

d) 100% 


2007 2008 



6) How many other public company boards of directors does your CEO serve on? 

a) none 

b) one 

c) two 

d) three 

e) four or more " 

7) How long has your CEO been in hiVher position? 

(years/months) 


8) Has one or mote members of the Board met with a group of shareholders during the past 
year? 
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9) Has one or more members of the Board met with individual shareholders during the past 

year? 

a) no □ 

b) y« □ 


year, did the meeting occur in connection with the shareholder's submission of a 
shareholder proposal? 

a) no - please explain below: 

b) yes □ 




year, were company personnel present? 

a) no 

b) such communications have not occurred 

c) yes 

d) if yes, indicate who is typically present (check all that 
apply): 

the CEO 

the General Counsel 

the Corporate Secretary or another designated 
corporate governance officer 
investor relations personnel 




1 2) Have you adopted some form of “Majority Voting" for directors (check all that apply)? 

a) no Q 

b) yes, we have adopted a director resignation policy 

c) yes, we have amended our charter or bylaws to 
provide for a majority voting standard 

d) actively considering doing so in the future □ 

13) How many shareholder proposals did you receive during the 2008 proxy season? 

a) none 


four or more - please provide number below: 
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14) If you received ai least one shareholder proposal during the 2008 proxy season, how 
many shareholder proposals were included in your proxy statement? 

a) none 

b) one 

c) two 

d) three 

e) four or more - please provide number below: 


UJ 

B 

□ 


15) 


If jffiujcgj ved a t least one shi ttholdgEre roal during the 2008 
proposal(s) address (check all that apply). 

a) “Say-on-Pay” 

b) director elections (“Majority Voting”) 

c) independent chairman 

d) social responsibility issues 


proxy season , did the 


16) Has the Nominating/Govemance Committee received any shareholder recommendations 
for Board nominees in the past year? 

a) no 

b) do not know 

c) yes (self-nomination) 

d) yes (nomination of another individual) 


if yes, indicate the approximate amount of company 
stock owned by the shareholder: 


EXECUTIVE COMPENSATION PRACTICES 


1 7) Has the Compensation Committee adjusted the performance element of senior executive 
compensation in the past year? 

a) no 

b) do not know 

c) yes □ 

if yes, indicate whether the performance element was 
adjusted to include: 


more short-term performance goals 
more long-term performance goals 


B 


4 
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18) Is the CEO’s compensation: 

a) approved by the Compensation Committee 

b) approved by the Compensation Committee after 
discussion consultation at the Board level 

c) approved by the Compensation Committee and □ 

ratified at the Board level 

d) recommended by the Compensation Committee for 



19) 


Has the Board or Compensation Committee adopted a "clawback" policy or provision 
allowing the company to seek recovery of compensation paid to executives in the case of 
financial restatements? 


a) no 

b) yes 

c) do not know 


20) Did the annual costs your company incurred in connection with the internal control 
requirements of SOX decrease in light of the SEC’s interpretive guidance and the 
PCAOB's Auditing Standard No. S? 

a) no, costs remained about the same Q 

b) no, costs increased 

c) yes, costs decreased moderately 

d) yes, costs decreased significantly 

e) do not know 


21) Has your Board considered or adopted any other corporate governance practices that you 
would like to share? 





223 


COMMENTS 


RESPONDENT INFORMATION 

Name 

Title: 

Company: 

Telephone: 

Email 


Send completed survey by October 8, 2008, to LaShawn Taylor by fax at (202) 466-3509 or by 
mail at Business Roundtable, 1717 Rhode Island Avenue, NW, 

Suite 800, Washington, DC 20036. 


6 
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PREPARED STATEMENT OF J.W. VERRET 

Assistant Professor of Law, George Mason University School of Law 

July 29, 2009 

The Misdirection of Current Corporate Governance Proposals 

Chairman Reed, Ranking Member Bunning, and distinguished Members of the 
Subcommittee, it is a privilege to testify in this forum today. 

My name is J.W. Verret, and I am an Assistant Professor of Law at George Mason 
Law School, a Senior Scholar at the Mercatus Center at George Mason University 
and a member of the Mercatus Center Financial Markets Working Group. I also di- 
rect the Corporate Federalism Initiative, a network of scholars dedicated to studying 
the intersection of State and Federal authority in corporate governance. 

I will begin by addressing proxy access and executive compensation rules under 
consideration and close with a list of contributing causes for the present crisis. 

I am concerned that some of the corporate governance proposals recently ad- 
vanced impede shareholder voice in corporate elections. This is because they leave 
no room for investors to design corporate governance structures appropriate for 
their particular circumstances. 

Rather than expanding shareholder choice, these reforms actually stand in the 
way of shareholder choice. Most importantly, they do not permit a majority of share- 
holders to reject the Federal approach. 

The Director of the United Brotherhood of Carpenters said it best, “we think less 
is more, fewer votes and less often would allow us to put more resources toward 
intelligent analysis.” The Brotherhood of Carpenters opposes the current proposal 
out of concern about compliance costs. The proposals at issue today ignore their con- 
cerns, as well as concerns of many other investors. 

Consider why one might limit shareholders from choosing an alternative means 
of shareholder access. It can only be because a majority of the shareholders at many 
companies might reject the Federal approach if given the opportunity. 

Not all shareholders share similar goals. Public Pension Funds run by State elect- 
ed officials and Union Pension Funds are among the most vocal proponents of share- 
holder power. Main street investors deserve the right to determine whether they 
want the politics of Unions and State Pension funds to take place in their 401(k)s. 

The current proposals also envision more disclosure about compensation consult- 
ants. Such a discussion would be incomplete without mentioning conflicts faced by 
proxy advisory firms. Proxy advisory firms advise institutional investors on how to 
vote. Current proposals have failed to address this issue. The political clout enjoyed 
by these firms is evidenced by the fact that the CAO of RiskMetrics, the dominant 
firm in the industry, was recently hired as special advisor to the SEC Chairman. 

To close the executive compensation issue, I will note that if executive compensa- 
tion were to blame for the present crisis, we would see significant difference be- 
tween compensation policies at those financial companies that recently returned 
their TARP money and those needing additional capital. We do not. 

Many of the current proposals also seek to undermine, and take legislative credit 
for, efforts currently underway at the State level and in negotiations between inves- 
tors and boards. This is true for proxy access, the subject of recent rule making at 
the State level, and it is true for Federal proposals on staggered boards, majority 
voting, and independent Chairmen. 

The Sarbanes-Oxley Act passed in 2002 and was an unprecedented shift in cor- 
porate governance designed to prevent poor management practices. Between 2002 
and 2008, the managerial decisions that led to the current crisis were in full swing. 
I won’t argue that Sarbanes-Oxley caused the crisis, but this suggests that corporate 
governance reform does a poor job of preventing crisis. 

And yet, the financial crisis of 2008 must have a cause. I salute this Committee’s 
determination to uncover it, but challenge whether corporate governance is the cul- 
prit. Let me suggest six alternative contributing factors for this Committee to inves- 
tigate: 

i. The moral hazard problems created by the prospect of Government bailout; 

ii. The market distortions caused by subsidization of the housing market through 
Fannie Mae, Freddie Mac, and Federal tax policy; 

iii. Regulatory failure by the banking regulators and the SEC in setting appro- 
priate risk-based capital reserve requirements for investment and commercial 
banks; 

iv. Short-term thinking on Wall Street fed by institutional investor fixation on 
firms making, and meeting, quarterly earnings predictions; 
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v. A failure of credit-rating agencies to provide meaningful analysis, caused by an 
oligopoly in that market supported by regulation; 

vi. Excessive write downs in asset values under mark-to-market accounting, de- 
manded by accounting firms who refused to sign off on balance sheets out of 
concern about exposure to excessive securities litigation risk. 

Corporate governance is the foundation of American capital markets. If this Com- 
mittee tinkers with the American corporate governance system merely for the ap- 
pearance of change, it risks irreparable damage to that foundation. 

I thank you for the opportunity to testify, and I look forward to answering your 
questions. 


PREPARED STATEMENT OF RICHARD C. FERLAUTO 

Director of Corporate Governance and Pension Investment, 
American Federation of State, County, and Municipal Employees 
July 29, 2009 

Good Afternoon, Chairman Reed and Members of the Subcommittee. My name is 
Richard Ferlauto, Director of Corporate Governance and Investment Policy at the 
American Federation of State, County, and Municipal Employees. AFSCME is the 
largest union in the AFL-ClO with 1.6 million members who work in the public 
service. Our members have their retirement assets invested through public retire- 
ment systems with more than one trillion dollars in assets. They depend on the 
earnings of these systems to support their benefits in retirement. Large public pen- 
sion system investments in the public markets are diversified, largely owning the 
market, and heavily indexed, which operate with time horizons of 20 years or more 
to match the benefit obligations they have to their plan participants. Indeed, public 
pension systems are the foundation of patient capital investment in this economy, 
which seeks long-term shareholder value creation. 

AFSCME places strong emphasis on improving corporate governance through di- 
rect company engagement, regulation, and legislation as a way to achieve long-term 
shareholder value. As an active shareowner, we have been a leading advocate for 
a shareholder advisory vote on CEO compensation and shareholder proxy access to 
nominate directors on company proxy materials. 

I am also chairman of ShareOwners.org, a new nonprofit, nonpartisan social net- 
work designed to give a voice to retailers or individuals who rarely have opportuni- 
ties to communicate with regulators, policy makers, and the companies in which 
they are invested. 

We urge the Committee to create better protections for the average American in- 
vestor in the financial marketplace. The severe losses suffered by tens of millions 
of Americans in their portfolios, 401(k)s, mutual funds, and traditional pension 
plans all point to the need for a new emphasis on shareowner rights and meaningful 
regulation in order to ensure the financial security of American families. 

America has tried going down the road of financial deregulation and reduced cor- 
porate accountability. That path has proven to be a dead end that is now imperiling 
the financial well-being of millions of long-term shareowners. Unfortunately, share- 
holders in America’s corporations — who actually should more correctly be thought 
of as “shareowners” — have limited options today when it comes to protecting them- 
selves from weak and ineffectual boards dominated by management, misinformation 
peddled as fact, accounting manipulation, and other abuses. 

Under the disastrous sway of deregulation and lack of accountability, corporate 
boards and executives either caused or allowed corporations to undertake unreason- 
able risks in the pursuit of short-term financial goals that were devoid of real eco- 
nomic substance or any long-term benefits. In most cases, it is long-term 
shareowners — not the deregulators and the speculators — that are paying the price 
for the breakdown in the system. 

According to a recent scientific survey that the Opinion Research Corporation con- 
ducted for ShareOwners.org of 1,256 U.S. investors, “American investors clearly 
want to see tough action taken soon by Congress to reform how our financial mar- 
kets work and also to clean up abuses on Wall Street. Support for such action is 
strong across all groups by age, income, educational achievement and political affili- 
ation. It is particularly noteworthy that such a high percentage of investors (34 per- 
cent) would use a term as strong as ‘angry’ to describe their views about the need 
for such action. And, even though they are not angry, the additional nearly half of 
other investors (45 percent) who want to see strong clean-up action taken sends an 
unmistakable message to policy makers. This is particularly true when you look at 
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that data alongside the finding that nearly 6 out of 10 investors (57 percent) said 
that strong Federal action would help to restore their lost confidence in the fairness 
of the markets.” The full survey from ShareOwners.org is attached as an addendum 
to this testimony [Ed. note: not included, please see http:/ / www.shareowners.org / 
profiles / blogs / read-all-about-it], but I would like to point out the following findings: 

• More than four out of five American investors (83 percent) agree that “share- 
holders should be permitted to be actively involved in CEO pay and other im- 
portant issues that may bear on the long-term value of a company to their re- 
tirement portfolio or other fund.” 

• More than four out of five investors (82 percent) agree that “shareholders 
should have the ability to nominate and elect directors of their own choosing 
to the boards of the companies they own.” Only 16 percent of Americans say 
that “shareholders should NOT be able to propose directors to sit on the boards 
of the companies they own.” 

• Nearly nine out of 10 investors (87 percent) say that “investors who lose their 
retirement savings due to fraud and abuse should have the right to go to court 
if necessary to recover those funds.” Only one in 10 American investors think 
that “investor lawsuits clog up the courts and make it more expensive for com- 
panies to run their businesses.” 

• The number one reason for loss of investor confidence in the markets: “overpaid 
CEOs and/or unresponsive management and boards” at (81 percent). 

It is time for America to get back on the road of prudent financial regulatory over- 
sight and increased corporate accountability. We urge you to recognize the dev- 
astating impact that a lack of appropriate regulation and accountability has had on 
our economy. In order to restore the confidence of investors in our capital markets, 
it is now necessary to take the following steps: 

I. Strengthen the regulation of the markets. Key reforms needed to protect the inter- 
ests of shareowners include the following: 

• Beef up the Securities and Exchange Commission (SEC). Congress should as- 
sess the funding needs of the SEC and take steps to bring the agency as quickly 
as possible to the point that it can fully carry out its mission of oversight of 
the markets and financial professionals in order to protect and advocate for in- 
vestors. Among other priorities, the SEC should impose requirements for the 
disclosure of long and short positions, enhance disclosures for private equity 
firms bidding for public companies, and require both the registration of hedge 
fund advisors with the Commission as investment advisors and additional dis- 
closures of the underlying hedge fund. Following the request of the Administra- 
tion, the SEC should be given additional authority to create a full-fledged fidu- 
ciary standard for broker dealers, so that the interests of clients who purchase 
investment products comes before the self interest of the broker. The SEC Divi- 
sion of Enforcement should be unshackled to prosecute criminal violations of the 
Federal securities laws where the Department of Justice declines to bring an 
action. 

• Clear the way for forfeiture of compensation and bonuses earned by manage- 
ment in a deceptive fashion. Legislation should be adopted to allow for the 
“clawing back” of incentive compensation and bonuses paid to corporate execu- 
tives based on fraudulent corporate results, and should provide for enforcement 
through a private right of action. There is no reason why directors and execu- 
tives should not give back ill-gotten gains when innocent shareowners are vic- 
timized by crippling losses. The outrageous bonuses at AIG, Morgan Stanley, 
and other banks responsible for our financial meltdown were not deserved and 
should not be allowed to stand. If they know their compensation is on the line, 
corporate managers and directors will be less likely to engage in or turn a blind 
eye toward fraud and other wrongdoing. 

• Strengthen State-level shareowner rights. Corporation structures and charters 
are regulated under State law. The corporate law in most States has not clari- 
fied the rights, responsibilities and powers of shareholders and directors or 
ways that they should communicate outside of annual general meetings. If regu- 
lation to strengthen shareholder rights does not occur at the Federal level, it 
will be up to the States to move forward. State corporate law should require 
proxy access, majority voting and the reimbursement of solicitation expenses in 
a board challenge. We would encourage robust competition among States for 
corporate charters based on a race to the top for improved shareowner rights. 
If necessary, Federal law should be changed to allow for shareholders to call 
a special meeting to reincorporate in another State by majority vote, in order 
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to avoid being shackled by the corporate State laws that put the interests of 
management ahead of shareowners. 

• Protect whistleblowers and confidential sources who expose financial fraud and 
other corporate misconduct. Confidential informants — sometimes called “whis- 
tleblowers” — are of immeasurable value in discovering and redressing corporate 
wrongdoing. The information provided by these individuals may be crucial to 
victims’ ability to prove their claims. Often, these individuals only come forward 
because they believe their anonymity will be preserved. If their identities were 
known, they would be open to retaliation from their employers and/or others 
with an interest in covering up the wrongdoing. Whistleblowers might lose their 
job or suffer other harm. Legislation is needed to clearly state that the cor- 
porate whistleblowers and other confidential informants will be protected when 
they step forward. 

II. Increase the accountability of boards and corporate executives. Key reforms needed 
to protect the interests of shareowners include the following: 

• Allow shareowners to vote on the pay of CEOs and other top executives. Cor- 
porate compensation policies that encourage short-term risk-taking at the ex- 
pense of long-term corporate health and reward executives regardless of cor- 
porate performance have contributed to our current economic crisis. 
Shareowners should have the opportunity to vote for or against senior executive 
compensation packages in order to ensure managers have an interest in long- 
term growth and in helping build real economic prosperity. The recently enacted 
stimulus bill requires all companies receiving TARP bail-out funds, nearly 400 
companies, to include a “say-on-pay” vote at their 2009 annual meetings and 
at future annual meetings as long as they hold TARP funds. It is now time for 
Congress to implement Treasury Secretary Geithner’s plan for compensation re- 
form by passing “say-on-pay” legislation for all companies and to make it per- 
manent as the center piece of needed reforms to encourage executive account- 
ability. 

A key item to making the advisory vote meaningful will be not to permit bro- 
kers to cast votes on management sponsored executive compensation proposals 
as was recently done by the SEC in support of changes to NYSE Rule 452 in 
board elections. Stockbrokers who hold shares in their own name for their client 
investors have no real economic interest in the underlying corporation but can 
cast votes on routine items on the proxy. These pay votes are not routine items 
and should not be treated as such by investors, issuers or the regulators and 
we do not believe would be the intent of Congress if they give authorization to 
the SEC to require advisory votes on pay. Brokers almost universally vote for 
management’s nominees and proposals and, in effect, interfere with shareowner 
supervision of the corporations they own. 

• Empower shareowners to more easily nominate directors for election on cor- 
porate boards through proxy access. The process for nominating directors at 
American corporations is dominated today by incumbent boards and corporate 
management. This is because corporate boards control the content of the mate- 
rials that companies send to shareholders to solicit votes (or “proxies”) for direc- 
tor elections, including the identification of the candidates who are to be consid- 
ered for election. The result is that corporate directors often are selected based 
on their allegiance to the policies of the incumbent board, instead of their re- 
sponsiveness to shareowner concerns. Unless they can afford to launch an ex- 
pensive independent proxy solicitation, shareowners have little or no say in se- 
lecting the directors who are supposed to represent their interests. The solution 
is to enable shareowners, under certain circumstances, to require corporate 
boards to include information about candidates nominated by shareowners in 
the company’s proxy materials. 

We are very encouraged that the SEC is in the process of rule making on the 
issue but this is such an important right that we believe that it should not be- 
come a political football for future commissions. There needs to be long-term 
consistency in securities law and the Exchange Act is the appropriate place to 
clearly codify the authority that the Commission has to require the disclosure 
of nominees running for board seats. And to further enunciate that access to 
the proxy is fundamental to free and fair elections for directors. 

• Require majority election of all members of corporate boards at American com- 
panies. Corporate directors are the elected representatives of shareowners who 
are responsible for overseeing management. Under the default rule applicable 
to virtually every corporation in the United States, however, corporate directors 
can be elected with just a single affirmative vote, even if that director’s can- 
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didacy is opposed by the overwhelming majority of shareowners. While a few 
corporations have adopted policies that would require a director to receive sup- 
port of the majority of shareowners in order to be elected, most corporations — 
particularly those not in the S&P 500 — have not. True majority voting should 
be mandatory in every uncontested director election at all publicly traded cor- 
porations. 

• Split the roles of chairman of the board and CEO in any company. (1) receiving 
Federal taxpayer funds, or (2) operating under Federal financial regulations. It 
already is the practice in most of the world to divide these two key positions 
so that an independent chairman can serve as a check on potential CEO abuses. 
Separation of the CEO and board chair roles helps to ensure good board govern- 
ance and fosters independent oversight to protect the long-term interests of pri- 
vate shareowners, pension funds and institutional investors. A strong inde- 
pendent chair can help to address legitimate concerns raised by shareowners in 
a company. Splitting these roles and then requiring a prior shareowner vote to 
reintegrate them would be in the best interests of investors. 

• Allow shareowners to call special meetings. Shareowners should be allowed to 
call a special meeting. Shareowners who own 5 percent or more of the stock of 
a company should be permitted, as they are in other countries, to call for a spe- 
cial meeting of all shareowners. They also should be given the right to call for 
a vote on reincorporation when management and corporate boards unduly use 
State laws detrimental to shareowner interests to entrench themselves further. 

III. Improve financial transparency. Key reforms needed to protect the interests of 
shareowners include the following: 

• Crackdown on corporate disclosure abuses that are used to manipulate stock 
prices. Shareowners in securities fraud cases have always had the burden of 
proving that defendants’ fraud caused the shareowners’ losses. When corporate 
wrongdoers lie to shareowners and inflate the value of publicly traded stock 
through fraudulent and misleading accounting statements and other chicanery, 
those culpable parties should be held responsible for the damage wrought on 
the investing public that is caused by their fraud. Defendants should not be al- 
lowed to escape accountability to their shareowners for fraudulent conduct sim- 
ply by cleverly timing the release of information affecting a company’s stock 
price. 

• Improve corporate disclosures so that shareowners can better understand long- 
term risks. To rebuild shareowner confidence regulators should emphasize 
transparency by creating more mechanisms for comprehensive corporate disclo- 
sure. The SEC should devote particular attention to the adequacy of disclosures 
concerning such key factors as credit risk, financial opacity, energy and climate 
risk and those reflecting the financial challenges to the economy as identified 
by the transition team and the new Administration. The SEC should develop 
internal expertise on issues such as environmental, social, and governance fac- 
tors that pose material financial risks to corporations and shareowners, and 
also to require disclosure of these types of risks. 

• Protect U.S. shareowners by promoting new international accounting standards. 
Our current financial crisis extends far beyond the borders of the U.S. and has 
affected financial markets and investors across the globe. Part of the problem 
has been a race to the bottom in favor of a more flexible international account- 
ing standard that would decrease disclosure protection for the average investor. 
The current crisis makes a compelling case for why we need to slow down the 
movement toward the use of international accounting standards that could pro- 
vide another back door route to financial deregulation and further erode con- 
fidence in corporate book keeping. A slower time frame is necessary to protect 
shareowners and allow the Administration to reach out to other governments 
that share a commitment to high accounting and transparency standards. 

FV. Protect the legal rights of defrauded shareowners. Key reforms needed to protect 
the rights of shareowners include the following: 

• Preserve the right of investors to go to court to seek justice. Corporate and fi- 
nancial wrongdoers in recent years have effectively denied compensation to vic- 
tims of fraud by requiring customers to sign away their rights to access Federal 
courts as individuals and participate with other victims in class actions when 
their individual claims are small. Absent the ability to proceed collectively, indi- 
viduals have no means of redress because — as the wrongdoers know — it is fre- 
quently economically impossible for victims to pursue claims on an individual 
basis. The ability of shareowners to take civil actions against market wrong- 
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doers provides an effective adjunct to securities law enforcement and serves as 
a strong deterrent to fraud and abuse. Shareowners should have the right to 
access Federal courts individually or as a member of a class action. 

• Ensure that those who play a role in committing frauds bear their share of the 
cost for cleaning up the mess. What is known as private “aiding and abetting” 
liability is well established in criminal law, and private liability for engaging 
in an unlawful and fraudulent scheme is widely recognized in civil law. In cases 
of civil securities fraud, however, judicial decisions effectively have eliminated 
private liability of so-called “secondary actors” — even when they knowingly par- 
ticipated in fraud schemes. Eliminating the private liability of such “secondary 
actors” as corporate accountants, lawyers and financial advisors has proven dis- 
astrous for shareowners and the economy. Most recently, in the subprime mort- 
gage-backed securities debacle, bond rating agencies — who were paid by the 
very investment bankers who created the securities they were asked to rate — 
knowingly gave triple-A ratings to junk subprime debt instruments in order to 
generate more business from the junk marketers. The immunity from private 
liability that these culpable third parties currently enjoy should be eliminated. 

• Allow State courts to help protect investor rights. The previous decade saw the 
greatest shift in governmental authority away from the States and to the Fed- 
eral Government in our history. The effect of this shift was to deny individuals 
their legal rights under State laws and to protect corporate defendants. Cor- 
porate interests and an Administration devoted to the ideology of deregulation 
used the “doctrine of preemption” (that Federal law supersedes State law) to 
bar action at the State level that could have stopped many of the abuses in 
subprime mortgage lending that are now at the heart of our economic crisis. In- 
deed, State attorneys general were blocked from prosecuting subprime lenders 
who violated State laws. The integrity of State law should be restored and both 
State officials and shareowners should be allowed to pursue remedies available 
under State law. Federal policy should make clear that State law exists coexten- 
sively with Federal regulations, except where State law directly contradicts Fed- 
eral law. 

In conclusion, I would like to thank the Chairman for the opportunity to testify 
today. Rebuilding investor confidence in the market depends upon thoughtful policy 
making that expands investor rights and authorizes the SEC to strengthen its advo- 
cacy role on behalf of all Americans’ financial security. I would be pleased to answer 
any questions. 
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM MEREDITH B. CROSS 

Q.l. There has been a lot of talk about giving shareholders a vote 
on pay packages, but little discussion of the details. If we were to 
require such a vote, what specifically should be voted on, and how 
often? 

A.l. As you noted, this topic has been widely discussed, and a num- 
ber of issues have been raised. One issue relates to what precisely 
the shareholders would vote on if given a vote. Shareholders could 
cast a nonbinding vote on the compensation of executives, as dis- 
closed pursuant to the Commission’s compensation disclosure rules. 
This is what Section 111(e) of the Emergency Economic Stabiliza- 
tion Act of 2008 requires for TARP recipients. Alternatively, share- 
holders could be asked to cast a nonbinding vote on the company’s 
compensation philosophy, policies and procedures, as described in 
the Compensation Discussion and Analysis. As you note, another 
issue to consider would be the frequency of any such vote, which 
some have suggested either be annually or once every 2-3 years. 
While these are just a few of the many issues that would need to 
be considered with regard to shareholder advisory votes on pay, the 
Commission has not expressed a view about this topic. 

As you may know, the Commission recently proposed rules to im- 
plement the “say -on-pay” requirement in Section 111(e) of the 
Emergency Economic Stabilization Act of 2008. The proposed rule 
would require TARP recipients to provide a separate shareholder 
vote to approve the compensation of the company’s executives in 
proxies solicited during the period in which any obligation arising 
from Federal assistance provided under the TARP remains out- 
standing. In the proposing release, the Commission requested com- 
ment about whether the proposed rule should include more specific 
requirements regarding the manner in which TARP recipients 
should present the shareholder vote on executive compensation. 
Any information received in response to that request for comment 
will be instructive for the proposed rule for TARP companies. 

Q.2. How do we make sure boards can be an effective check on 
management? 

A.2. The recent market crisis has led many to raise serious ques- 
tions and concerns about the accountability and responsiveness of 
companies and boards of directors, including questions about 
whether boards are exercising appropriate oversight of manage- 
ment. State corporate law and stock exchange listing standards 
play an important role in addressing this question. As for the Com- 
mission, in recent months, it has worked diligently to address those 
questions and concerns. As Chairman Schapiro has said, one of the 
most effective means of providing accountability is to give share- 
holders a meaningful opportunity to exercise the rights they have 
under State law to nominate directors. The Commission’s proposed 
rules to facilitate the ability of shareholders to exercise their rights 
to nominate directors would provide shareholders a greater oppor- 
tunity to hold directors accountable. The possibility that share- 
holders may take advantage of the rules, if adopted, may encourage 
directors to take a more active role in the oversight of manage- 
ment. 
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The Chairman also has stated that shareholders should also be 
informed about how compensation structures and practices drive 
an executive’s risk-taking. In an effort to improve the information 
provided to shareholders on this topic, the Commission recently 
proposed rules to require greater disclosure about how a company 
and its board manage risks, particularly in the context of setting 
and overseeing compensation. Requiring companies to provide en- 
hanced disclosure in proxy statements about the relationship of a 
company’s overall compensation policies to risk would enable share- 
holders to make more informed investment and voting decisions. 

Q.3. How do we make sure boards and management know what is 
going on inside the large firms they are supposedly running? 

A.3. The Chairman believes that directors must be sufficiently 
independent of management so that they will ask the difficult ques- 
tions; directors also must be skilled enough to know what questions 
need to be asked. A qualified and independent board is the best 
means of ensuring that management is fully engaged. While the 
Commission generally does not prescribe these governance rules, 
the Commission’s disclosure rules are designed to provide inves- 
tors — who elect directors — with information about director inde- 
pendence and qualifications. 

Q.4. Is a better approach to making sure boards and management 
understand what is going on inside their companies to shrink the 
size and scope of the companies? 

A.4. I can assure you that the Commission understands the con- 
cerns raised, in light of the recent turmoil in our markets, about 
board and management oversight of companies; however, deter- 
minations regarding the appropriate size and scope of companies is 
probably best left to markets and shareholders. While we will con- 
tinue to consider ways that we can enhance our disclosure rules to 
provide meaningful additional information to investors, we know 
that Congress is also taking steps to address corporate governance 
reforms. We look forward to working with you as you move for- 
ward, and lending our expertise where appropriate. 

Q.5. For proxy access, how large of a block of shareholders should 
have to request that the item be included? 

A.5. The Commission recently proposed changes to the proxy rules 
to facilitate shareholder director nominations, which is often re- 
ferred to as “proxy access.” Proposed Rule 14a-ll under the Ex- 
change Act would require, under certain circumstances, a company 
to include shareholder nominees for director in the company’s 
proxy materials. Under the proposed rule, a nominating share- 
holder or group would be eligible to have a nominee included in a 
company’s proxy materials if the nominating shareholder or group 
beneficially owns, as of the date of the shareholder notice regarding 
the nomination, a certain percentage of the company’s securities 
entitled to be voted on the election of directors, which range from 
1 percent to 5 percent depending on the size of the company. The 
proposal would require a nominating shareholder to have held the 
securities for at least 1 year. The staff will consider carefully the 
comments submitted regarding ownership thresholds and other re- 
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quirements when making a recommendation to the Commission as 
to the appropriate threshold for any final rule adopted. 

Q.6. What are issues that shareholders should have an opt out or 
opt in vote on? 

A.6. The idea of an opt in or opt out vote has been discussed re- 
garding a number of governance proposals. With respect to our 
pending proposal to facilitate shareholder director nominations, the 
Commission requested comment about whether or not shareholders 
should be able to vote to opt out of the proposed mechanism for 
shareholder director nominations, or vote to choose a different 
mechanism to nominate directors. We are currently considering the 
responses to our request for comment on this issue, which reflect 
a wide range of views. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM JOHN C. COATES IV 

Q.l. There has been a lot of talk about giving shareholders a vote 
on pay packages, but little discussion of the details. If we were to 
require such a vote, what specifically should be voted on, and how 
often? 

A.l. I would suggest following the U.K. model, as in S. 1074: The 
shareholder advisory vote would be on the disclosure of compensa- 
tion to top executives as disclosed in the annual proxy statement, 
as required by current SEC rules on compensation disclosure and 
analysis, which calls for a specific report on executive compensa- 
tion. 

Q.2. How do we make sure boards can be an effective check on 
management? 

A.2. Making boards effective checks on management is one of the 
central goals of corporate governance — and as I emphasized in my 
testimony, much uncertainty persists about how to best achieve 
that goal, even among academic specialists who generally agree on 
both that goal and how to study progress toward that goal. In gen- 
eral, making sure that shareholders have sufficient information 
and tools to nominate and elect effective board members is a key 
first step. A second is to make sure that boards themselves have 
effective access to information (see answer to Question 3 below). A 
third is to make sure that boards themselves have the incentives 
and resources to take action when needed. Each of the steps I 
favor — “say-on-pay”; making a split chairman/CEO split a default 
rule for large operating companies, subject to opt out by share- 
holders; and shareholder access of the kind proposed by the SEC 
(subject to modifications that were suggested by a number of pro- 
fessors at the Harvard Law and Business Schools, including myself, 
available here: http :/ / blogs.law.harvard.edu / corpgov / files / 2009 / 

08/hbs hls-letter-to-sec 0946.pdf— would be helpful steps, as they 

would represent what are likely to be modest improvements that 
do not impose irrevocable mandatory rules or high costs on most 
companies. Still, it should be recognized that ideal corporate gov- 
ernance is not likely to ever be fully achieved, but is something 
that must be continually pursued. 
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Q.3. How do we make sure boards and management know what is 
going on inside the large firms they are supposedly running? 

A.3. As firms grow in size in complexity, it may not be a practical 
goal to expect boards or even top management to always know ev- 
erything is going on inside the firms they run, any more than it 
is practical for officials in the U.S. Government to know everything 
that is going on inside the organization they oversee. What is im- 
portant is enable shareholders most effectively to choose and over 
time modify a system of governance that provides both them and 
boards with ready access to information about their companies, and 
with the right incentives and tools to focus on the most important 
activities their companies undertake, and the most important risks 
their companies face. What has been disheartening about the re- 
cent crisis is that well-regarded boards at prominent financial com- 
panies did not seem to be aware of some of the largest risks that 
their companies faced. This may suggest that there may be natural 
limits to the size and complexity of an organization that can be 
safely managed by fallible humans. But if that is true, it would be 
better, in my view, to let investors provide the feedback to boards 
about that fact, as they raise the cost of capital for increased 
growth, or use their rights as investors to control their companies, 
than for such limits to be pursued directly as a matter of public 
policy, as some have suggested (other than pursuant to existing 
antitrust policy, which limits the concentration of any given indus- 
try, and thus the size of firms operating in those industries). 

Q.4. Is a better approach to making sure boards and management 
understand what is going on inside their companies to shrink the 
size and scope of the companies? 

A.4. See answer to Question 3. 

Q.5. For proxy access, how large of a block of shareholders should 
have to request that the item be included? 

A.5. See http: / lblogs.law.harvard.edu / corpgov / files / 2009 / 08 / 

hbs hls-letter-to-sec 0946.pdf where others and I suggest a limit 

of 5-10 percent. However, as noted in my testimony, I do not be- 
lieve that this kind of detail in implementing proxy access is some- 
thing that should be done in legislation — but rather, through SEC 
rule-making. The most important thing the Congress can and 
should do on proxy access is to affirm in clear terms that the SEC 
has the authority to adopt rules in this area, and perhaps to man- 
date that the SEC revisit its rules after some period of time, and/ 
or report on the effects of proxy access, perhaps with a statutory 
opt out right for shareholders that do not want their companies to 
be subject to such rules. 

Q.6. What are issues that shareholders should have an opt out or 
opt in vote on? 

A.6. Nearly all rules of internal governance at public companies 
should be subject to an opt out or an opt in by shareholders. The 
only exceptions would be (a) where there is some nonshareholder 
constituency that might be directly affected by the decision to opt 
out, (b) where the rules concern disclosure — which is the predicate 
for investors to exercise their powers (including the power to opt 
out of default governance provisions), or (c) where the rule is de- 
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signed to protect minority shareholders from majority or control 
shareholders, as opposed to insure that managers serve the inter- 
ests of all shareholders. In general, I favor opt outs where the evi- 
dence suggests that the rule in question is beneficial for most com- 
panies, as with “say-on-pay” advisory shareholder votes, or where 
the difficulty (legal and/or financial) of opt ins is sufficiently high 
that shareholders have a difficult time acting collectively to change 
the governance rules at their companies, as with proxy access 
(where a combination of costs and legal obstacles — such as past de- 
cisions of the SEC itself — have long stymied efforts by shareholders 
to implement their own rules requiring proxy access). I favor opt 
ins where the rule is either best for a minority of companies, or 
where evidence does not support any particular rule as the best for 
most companies, as long as the ability of shareholders to pursue 
their own governance systems have not been effectively blocked by 
costs or legal impediments. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM JOHN C. COATES IV 

Q.l. Professor, in your testimony you support the idea of a Govern- 
ment-mandated shareholder vote on compensation or a “say-on- 
pay.” You sight the “improved link between executive pay and cor- 
porate performance in the U.K.” after its adoption there even 
though only five companies in England have lost shareholder votes 
on executive pay this year. Does it occur to you that this “say-on- 
pay” model no longer works? The vast majority of shares in the 
U.S. aren’t held by an average investor sitting at home. If it is true 
that shares are primarily held by mutual funds and the ownership 
of the stock is a derivative instrument. How does a Government- 
mandated “say-on-pay” vote get the participation that the 23 com- 
panies in the U.S., who have already offered “say-on-pay” votes on 
their own, not get? 

A.l. The fact that few U.K. firms have lost “say-on-pay” votes is 
not a sign of “say-on-pay’s” ineffectiveness. It only takes a few 
high-profile losses for incumbent managers to get the message. 
That is what the evidence suggests has happened in the U.K. As 
I noted in my testimony, the best evidence suggests that “say-on- 
pay” tightened the link between pay design and performance, and 
that many firms improved their pay practices both before and after 
“say-on-pay” votes, including votes that were technically “won” be- 
cause they received bare majorities in favor. 

You are right that most stock is now held by institutions, and 
only indirectly by individuals. Institutions such as mutual funds, 
however, owe a responsibility to their investors to use their voting 
power responsibly, and generally do so, in my view. In effect, insti- 
tutional investors are representative bodies, as is the Senate. If in- 
stitutional investors use their “say-on-pay” vote powers irrespon- 
sibly, they will be disciplined by market forces in many instances, 
and where markets do not effectively control institutional inves- 
tors, there may need to be regulation or reform of those institutions 
through the political process — as may be the case, for example, 
with public pension funds. But potential problems with institu- 
tional shareholders have nothing to do with “say-on-pay” — if there 
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are problems with institutions, they also extend to ordinary voting 
rights that they already possess, to vote for and against mergers, 
for example. 

Finally, you ask why not continue to shareholders of companies 
effectively opt in to “say-on-pay,” as a small number of companies 
have done, rather than mandate “say-on-pay” for all companies? To 
be clear, I believe that any “say-on-pay” rule should permit share- 
holders to opt out of the rule, and I would expect shareholders at 
some companies to do so. The rule is thus not a “mandate” in the 
sense of uniformly mandatory. Thus, the difference between the 
status quo and the rule I would support boils down to whether one 
thinks that most (not all) companies would be better off with “say- 
on-pay.” As my testimony suggests, the best evidence is that “say- 
on-pay” advisory votes — which, after all, are only advisory, and 
have no binding effect on companies — improve pay practices gen- 
erally, and thus would be good for most public companies. What 
the adoption of “say-on-pay” would achieve is to speed up the proc- 
ess of reform, and to eliminate the costs associated with share- 
holder efforts to adopt the rules that a small but growing number 
of companies have already adopted. Those costs are substantial — 
to wage a proxy contest to pressure managers to adopt “say-on-pay” 
rules requires expensive lawyers and regulatory filings, all paid for 
by shareholders, while incumbent managers use company (i.e., 
shareholder) funds to oppose those efforts, even (at times) when 
managers know or expect most shareholders support the rules. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM ANN YERGER 

Q.l. There has been a lot of talk about giving shareholders a vote 
on pay packages, but little discussion of the details. If we were to 
require such a vote, what specifically should be voted on, and how 
often? 

A.l. There is broad agreement among Council members on the in- 
herent value of an advisory shareowner vote on executive com- 
pensation as a feedback mechanism and dialogue tool, but opinions 
differ on the frequency and type of votes. Many investors, such as 
the AFSCME Employees Pension Plan, favor one vote every year 
on the pay of the “named executive officers (NEOs) set forth in the 
proxy statement’s Summary Compensation Table (the “SCT”) and 
the accompanying narrative disclosure of material factors provided 
to understand the SCT (but not the Compensation Discussion and 
Analysis).” 

Annual, advisory shareowner votes on executive compensation 
are required in Australia, Sweden, and the United Kingdom. In 
fact, U.K. regulations requiring such votes went into effect in 2002, 
and are held on “remuneration reports” covering both the quan- 
titative and qualitative aspects of executive compensation, includ- 
ing the nature of and rationale for performance conditions tied to 
incentive payouts. “Say-on-pay” votes in the U.K. have resulted in 
“better disclosure, better and more dialogue between shareholders 
and companies, and more thought put into remuneration policy by 
directors,” according to David Paterson, research director of U.K.- 
based Research, Recommendations and Electronic Voting, a proxy 
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advisory service. British drugmaker GlaxoSmithKline (GSK) is a 
case in point. In 2003, 51 percent of GSK shareowners protested 
the CEO’s golden parachute package by either voting against or ab- 
staining from voting on the company’s remuneration report. 
Stunned, the GSK board held talks with shareowners and the next 
year reduced the length of executive contracts and set new per- 
formance targets, muting investor criticism. Other U.K. companies 
got the message and now routinely seek investor input on com- 
pensation policies. 

The annual-vote aspect of the AFSCME resolution and the U.K. 
vote aligns with the Council’s own policy on the subject, which 
reads, “All companies should provide annually for advisory 
shareowner votes on the compensation of senior executives.” As 
mentioned in the background material to the Council’s policy, an 
annual vote would allow shareowners to provide regular, timely 
feedback on the board’s recent executive pay decisions. And annual 
votes would allow companies and their shareowners to gauge the 
trend in support for pay decisions. So we do specify that the “say- 
on-pay” vote should be annual and should be on senior executive 
compensation. But our policy gives boards the flexibility to deter- 
mine exactly what disclosures should be covered by the vote (i.e., 
the Summary Compensation Table by itself vs. the SCT plus ac- 
companying qualitative disclosures in the CD&A). 

This was discussed in the background statement to our “say-on- 
pay” policy: “While the push by investors for shareowner votes on 
pay has made significant headway in a short time, thoughts are 
still evolving on how best to implement the reform. Therefore, the 
Council’s draft updated policy endorses the concept of advisory 
shareowner votes on executive compensation, but stops short of dic- 
tating the precise contents of such a vote.” 

Q.2. How do we make sure boards can be an effective check on 
management? 

A.2. As noted by renowned corporate governance expert Nell 
Minow, “Boards of directors are like subatomic particles. They be- 
have differently when they are observed.” The Council of Institu- 
tional Investors believes boards would be a more effective check on 
management if an overwhelming number of directors are inde- 
pendent of management and if shareowners could hold directors ac- 
countable for their performance. As a result, the Council strongly 
supports mechanisms — including majority voting for directors, ad- 
visory votes on executive compensation and access to the proxy — 
that empower shareowners to truly exercise their rights to elect 
and remove directors. 

We believe federalization of these standards is appropriate and 
indeed essential to the investing public. While the Council appre- 
ciates that 50 governors, and likely many other self-interested par- 
ties, oppose federalization of these basic rights, the Council believes 
their opposition would be overwhelmed by the support of the mil- 
lions of U.S. citizens and investors who have suffered profound 
losses from the many market disruptions that have occurred in re- 
cent years, including the dot-com bubble, the corporate scandals of 
the early part of this decade, and most recently, the financial crisis. 
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Q.3. How do we make sure boards and management know what is 
going on inside the large firms they are supposedly running? 

A.3. Robust, timely public disclosures are essential for providing 
outside parties insights into the performance of boards and man- 
agement of large and small companies. 

Since audited financial statements are a primary sources of infor- 
mation available to guide and monitor investment decisions, tough 
audit standards and strong accounting standards are critical to en- 
suring that financial-related disclosures are of the highest quality. 

Auditors, financial analysts, credit-rating agencies and other fi- 
nancial “gatekeepers” play a vital role in ensuring the integrity and 
stability of the capital markets. They provide investors with timely, 
critical information they need, but often cannot verify, to make in- 
formed investment decisions. With vast access to management and 
material nonpublic information, financial gatekeepers have an inor- 
dinate impact on public confidence in the markets. They also exert 
great influence over the ability of corporations to raise capital and 
the investment options of many institutional investors. Given their 
power, the Council of Institutional Investors believes financial 
gatekeepers should be transparent in their methodology and avoid 
or tightly manage conflicts of interest. Robust oversight and gen- 
uine accountability to investors are also imperative. Regulators 
should remain vigilant and work to close gaps in oversight. Contin- 
ued reforms are needed to ensure that the pillars of transparency, 
independence, oversight and accountability are solidly in place. 

Q.4. Is a better approach to making sure boards and management 
understand what is going on inside their companies to shrink the 
size and scope of the companies? 

A.4. The Council of Institutional Investors has no formal position 
on this issue. Regarding entities that may pose a systemic risk to 
the financial system at large or the economy at large, an inde- 
pendent task force, the Investors’ Working Group (IWG), cospon- 
sored by the CFA Institute Centre for Financial Integrity and the 
Council of Institutional Investors, recommended that policy makers 
consider the following: 

• Designating a systemic risk regulator, with appropriate scope 
and powers. 

• Adopting new regulations for financial services that will pre- 
vent the sector from becoming dominated by a few giant and 
unwieldy institutions. New rules are needed to address and 
balance concerns about concentration and competitiveness. 

• Strengthening capital adequacy standards for all financial in- 
stitutions. Too many financial institutions have weak capital 
underpinnings and excessive leverage. 

• Imposing careful constraints on proprietary trading at deposi- 
tory institutions and their holding companies. Proprietary 
trading creates potentially hazardous exposures and conflicts 
of interest, especially at institutions that operate with explicit 
or implicit Government guarantees. Ultimately, banks should 
focus on their primary purposes, taking deposits and making 
loans. 
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• Consolidating Federal bank regulators and market regulators. 
Regulation of banks and other depository institutions may be 
streamlined through the appropriate consolidation of pruden- 
tial regulators. Similarly, efficiencies may be obtained through 
the merger of the SEC and the Commodity Futures Trading 
Commission (CFTC). 

• Studying a Federal role in the oversight of insurance compa- 
nies. 

IWG members strongly believed that all firms should be able to 
fail. As a result, it recommended that “Congress should give regu- 
lators resolution authority, analogous to the Federal Deposit Insur- 
ance Corporation’s authority for failed banks, to wind down or re- 
structure troubled, systemically significant nonbanks.” 

Q.5. For proxy access, how large of a block of shareholders should 
have to request that the item be included? 

A.5. The Council endorses the following policy regarding 
shareowner access to the proxy: 

Companies should provide access to management proxy materials 
for a long-term investor or group of long-term investors owning in 
aggregate at least 3 percent of a company’s voting stock, to nomi- 
nate less than a majority of the directors. Eligible investors must 
have owned the stock for at least 2 years. Company proxy mate- 
rials and related mailings should provide equal space and equal 
treatment of nominations by qualifying investors. 

To allow for informed voting decisions, it is essential that inves- 
tors have full and accurate information about access mechanism 
users and their director nominees. Therefore, shareowners nomi- 
nating director candidates under an access mechanism should ad- 
here to the same SEC rules governing disclosure requirements and 
prohibitions on false and misleading statements that currently 
apply to proxy contests for board seats. 

Q.6. What are issues that shareholders should have an opt out or 
opt in vote on? 

A.6. The Council has no position on opt in/opt out votes for 
shareowners. Council policies state that “shareowners should have 
meaningful ability to participate in the major fundamental deci- 
sions that affect corporate viability, and meaningful opportunities 
to suggest or nominate director candidates and to suggest processes 
and criteria for director selection and evaluation.” 

In addition, the Council believes a majority vote of common 
shares outstanding should be sufficient to amend company bylaws 
or take other action that requires or receives a shareowner vote. 
Supermajority votes should not be required. A majority vote of com- 
mon shares outstanding should be required to approve: 

• Major corporate decisions concerning the sale or pledge of cor- 
porate assets that would have a material effect on shareowner 
value. Such a transaction will automatically be deemed to have 
a material effect if the value of the assets exceeds 10 percent 
of the assets of the company and its subsidiaries on a consoli- 
dated basis; 
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• The corporation’s acquisition of 5 percent or more of its com- 
mon shares at above-market prices other than by tender offer 
to all shareowners; 

• Poison pills; 

• Abridging or limiting the rights of common shares to: (1) vote 
on the election or removal of directors or the timing or length 
of their term of office or (2 ) nominate directors or propose other 
action to be voted on by shareowners or (3) call special meet- 
ings of shareowners or take action by written consent or 
change the procedure for fixing the record date for such action; 
and 

• Issuing debt to a degree that would excessively leverage the 
company and imperil its long-term viability. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM ANN YERGER 

Q.l. One of the proposals you support, which is supported by the 
Administration, is to allow advisory shareowner votes on executive 
pay. How would a Government -mandated “say-on-pay” vote have 
prevented the current financial turmoil? How would a government 
mandated “say-on-pay” vote prevent future financial turmoil when, 
according to the American Federation of State, County, and Munic- 
ipal Employees, 23 companies have allowed “say-on-pay” provisions 
to proceed to a vote and shareholders have yet to vote down a sin- 
gle executive pay plan in the U.S.? 

A.l. The Council believes annual advisory shareowner votes on ex- 
ecutive compensation would efficiently and effectively provide 
boards with useful information about whether investors view the 
company’s compensation practices to be in shareowners’ best inter- 
ests. Nonbinding shareowner votes on pay would serve as a direct 
referendum on the decisions of the compensation committee and 
would offer a more targeted way to signal shareowner discontent 
than withholding votes from committee members. 

While advisory votes might not have prevented the current finan- 
cial crisis nor might they prevent future financial turmoil, they 
might induce compensation committees to be more careful about 
doling out rich rewards, to avoid the embarrassment of shareowner 
rejection at the ballot box. In addition, compensation committees 
looking to actively rein in executive compensation could use the re- 
sults of advisory shareowner votes to stand up to excessively de- 
manding officers or compensation consultants. 

Historically, early “volunteers” for corporate governance reforms 
tend to be companies with the best practices and hence, nothing to 
fear from the reforms. As a result, I am not surprised that 
shareowners supported the compensation proposals of the 23 com- 
panies identified by AFSCME. Of the thousands of other public 
companies, I expect some would find that their owners do not sup- 
port their compensation programs, and that this vote will provide 
meaningful information to board and compensation committees. 

In addition to the 23 companies identified by AFSCME, hundreds 
of financial firms receiving aid under the U.S. Troubled Assets Re- 
lief Program (TARP) were required to put their executive pay pack- 
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ages to an advisory shareowner vote. And while some received 
large “no” votes, “on average 88.6 percent of votes cast at 237 firms 
that have disclosed results were in favor of management, according 
to an analysis by David G. Wilson, a securities lawyer at Waller 
Lansden Dortch & Davis who focuses on corporate governance mat- 
ters,” according to a September 26, 2009, article in The Washington 
Post. While some might attribute the high support votes to a fail- 
ure of the advisory vote concept, others might attribute the support 
levels to the pay restrictions imposed on these firms by the U.S. 
Department of Treasury and the 2009 Economic Stimulus Act. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM JOHN J. CASTELLANI 

Q.l. Professor Coates raised an interesting idea in his written tes- 
timony. Rather than forcing a structure on all companies, he sug- 
gests an opt out vote by shareholders every few years for some gov- 
ernance proposals. That idea could be applied to proxy access and 
advisory vote procedures as well instead of the Government decid- 
ing what the rules will be. I want to know what you think of that 
approach, of a mandatory opt in or opt out vote every few years to 
decide certain matters. Please also comment on whether such a 
vote should be an opt in or opt out vote. 

A.l. Business Roundtable believes that shareholders and compa- 
nies should have the ability to make choices about the governance 
practices that are most appropriate for their circumstances. How- 
ever, we do not believe that an “opt in” or “opt out” vote on dif- 
ferent governance practices is necessary. Shareholders already 
have the ability to communicate their views on whether to adopt 
particular practices. They can do this through the shareholder pro- 
posal process as well as procedures that companies have imple- 
mented for shareholders to communicate with the board as a whole 
and with particular directors. For example, shareholders who be- 
lieve an advisory vote is necessary at their company can submit 
shareholder proposals requesting such a vote. If other shareholders 
agree, they can vote in favor of these proposals, and several compa- 
nies have implemented advisory votes after proposals on this sub- 
ject received significant shareholder support. Other companies have 
taken different approaches to obtaining shareholder views on exec- 
utive compensation, such as holding meetings with their large 
shareholders or obtaining shareholder feedback through procedures 
that allow shareholders to communicate with the board. 

If Congress considers an “opt in” or “opt out” vote, we believe 
that an “opt in” vote would be preferable. An “opt in” vote would 
require shareholders to take the affirmative step of voting “for” a 
specific governance practice before a company adopts it, which in 
turn, would provide a more accurate indication that a critical mass 
of shareholders favors the practice. 

Q.2. There has been a lot of talk about giving shareholders a vote 
on pay packages, but little discussion of the details. If we were to 
require such a vote, what specifically should be voted on, and how 
often? 
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A.2. If Congress requires an advisory vote on executive compensa- 
tion, Business Roundtable believes that it should give companies 
flexibility to structure the vote based on their individual compensa- 
tion programs and packages. There are a number of approaches 
companies could use, and that companies have taken to date, to 
seek input on executive compensation through an advisory vote. 
For example, companies could ask shareholders to vote on: (a) the 
executive compensation tables in the annual proxy statement; (b) 
the company’s compensation philosophy and procedures as de- 
scribed in the Compensation Discussion and Analysis section of the 
proxy statement; and/or (c) particular aspects of a company’s com- 
pensation program, such as post-retirement benefits or long-term 
incentive plans. In addition, there are different approaches compa- 
nies could take with respect to the frequency of advisory votes. Al- 
though many have suggested an annual vote, other practices are 
likely to emerge. For example, the United Brotherhood of Car- 
penters Pension Fund has proposed that companies hold advisory 
votes once every 3 years. Accordingly, Business Roundtable does 
not believe that a “one-size-fits-all” Federal legislative approach to 
advisory votes on executive compensation is appropriate. 

As an alternative to allowing companies and shareholders to de- 
termine the specifics of advisory votes, Business Roundtable be- 
lieves that Congress should give the Securities and Exchange Com- 
mission (SEC) authority to adopt rules addressing matters such as 
the frequency of the vote requirement, its applicability to particular 
businesses or types of businesses, and the matter(s) to be voted on. 
This administrative flexibility would allow the SEC to tailor the 
application of voting requirements based on a range of factors and 
to make changes over time. For example, the SEC proposed rules 
in July 2009 to help implement the advisory vote requirement in 
the Emergency Economic Stabilization Act of 2008 applicable to 
companies receiving funds under the Troubled Asset Relief Pro- 
gram. As the SEC noted in proposing these rules, their purpose is 
to provide clarity about how to comply with the advisory vote re- 
quirement while at the same time affording companies adequate 
flexibility in making relevant disclosures about the vote. 

Q.3. How do we make sure boards can be an effective check on 
management? 

A.3. Business Roundtable believes that an engaged and diligent 
board of directors is the most effective mechanism for overseeing 
management. One of the guiding principles in our Principles of 
Corporate Governance (2005) states that “the paramount duty of 
the board of directors is to select a chief executive officer and to 
oversee the CEO and senior management in the competent and 
ethical operation of the corporation on a day-to-day basis.” 

We believe that the best way to provide for effective board over- 
sight is to continue to foster the long tradition of addressing cor- 
porate governance matters at the State level through private order- 
ing by shareholders, boards and companies acting within the 
framework established by State corporate law. In this regard, the 
corporate governance landscape has undergone a sea change over 
the past 6 years. Many of the corporate governance practices imple- 
mented during this time — such as greater independent board lead- 
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ership and majority voting in director elections — have occurred as 
a result of voluntary reforms adopted by companies and their 
shareholders under the auspices of enabling State corporate law 
provisions, rather than through legislative or regulatory fiat. More- 
over, under State corporate law, directors have fiduciary duties re- 
quiring them to act in good faith, in the corporation’s best inter- 
ests, and to exercise appropriate diligence in overseeing the man- 
agement of the corporation, making decisions and taking other ac- 
tions. In this regard, there are consequences under State corporate 
law, as well as the Federal securities laws, for directors who fail 
to perform their responsibilities. 

Q.4. How do we make sure boards and management know what is 
going on inside the large firms they are supposedly running? 

A.4. Business Roundtable believes that the most effective way for 
a company’s board and management to remain informed is for the 
company to have effective processes for communicating complete, 
accurate, and timely information to the attention of the board and 
management. Information flow between the board and senior man- 
agement is critical, and well-functioning boards foster an environ- 
ment that promotes candor and encourages management to bring 
potential issues to the board early so that there are “no surprises.” 
Moreover, as we recommend in our Principles of Corporate Govern- 
ance (2005), a company’s nominating/governance committee should 
assess the reporting channels through which the board receives in- 
formation and see that the board obtains appropriately detailed in- 
formation in a timely fashion. In situations where specialized ex- 
pertise would be useful, the board and its committees should seek 
advice from outside advisors who are independent of the company’s 
management. In addition, it is senior management’s responsi- 
bility — under the direction of the CEO and CFO — to establish, 
maintain and periodically evaluate the corporation’s: (a) internal 
controls (controls designed to provide reasonable assurance about 
the reliability of the company’s financial information) and (b) dis- 
closure controls (controls designed to see that a company records, 
processes and reports information required in SEC filings in a 
timely manner). In accordance with applicable law and regulations, 
the CEO and CFO also are responsible for certifying the accuracy 
and completeness of the financial statements and the effectiveness 
of the company’s internal controls and disclosure controls. 

Q.5. Is a better approach to making sure boards and management 
understand what is going on inside their companies to shrink the 
size and scope of the companies? 

A.5. Business Roundtable does not believe that this is a better ap- 
proach, nor is it consistent with the traditional U.S. approach to 
encouraging a vibrant private sector. Well-structured and well-gov- 
erned companies have the ability to deal with the size and scope 
of their businesses because they have solid information flow be- 
tween the board and management and they maintain effective in- 
ternal controls. 

Q.6. For proxy access, how large of a block of shareholders should 
have to request that the item be included? 
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A.6. Business Roundtable believes that a Federal proxy access 
right is unnecessary and would have serious adverse consequences, 
including promoting an unhealthy emphasis on short-termism at 
the expense of long-term value creation, facilitating the election of 
“special interest” directors, increasing the frequency of contested 
elections and discouraging qualified directors from serving on cor- 
porate boards. Therefore, we do not support a Federal proxy access 
right. If Congress moves forward in this area, Business Roundtable 
believes that proxy access should be available only to holders of a 
significant, long-term interest in a company. Accordingly, we be- 
lieve that the stock ownership threshold for individual share- 
holders seeking to place nominees on company proxy statements 
should be 5 percent of a company’s outstanding voting stock and 
that the threshold for shareholders aggregating their shares should 
be 10 percent. In either case, a “net long” ownership position — that 
is, full voting and investment power with respect to the shares in 
question — should be required. 

In addition, we believe that proxy access should be available only 
to shareholders who have demonstrated a commitment to a com- 
pany and its business. Accordingly, we believe that shareholders 
should have to satisfy the relevant stock ownership threshold for 
a period of at least 2 years before they can nominate a director for 
inclusion in the company’s proxy statement. Any shorter holding 
period would allow shareholders with a short-term focus to nomi- 
nate directors who, if elected, would be responsible for the creation 
of long-term shareholder value. In addition, we believe that share- 
holders should have to continue to satisfy the relevant ownership 
threshold not just through the annual meeting at which their nomi- 
nees are elected, but for the duration of the nominees’ service on 
the board or at least through the term for which they nominated 
the director. 

Q.7. What are issues that shareholders should have an opt out or 
opt in vote on? 

A.7. As discussed above in the answer to Question 1, we do not be- 
lieve that an “opt in” or “opt out” vote on different governance prac- 
tices is necessary because shareholders already have the ability to 
communicate their views on whether to adopt particular practices. 
As an alternative to this approach, Business Roundtable supports 
enhanced disclosure about companies’ corporate governance prac- 
tices. For example, the SEC recently proposed rules that would re- 
quire annual proxy disclosure about a company’s leadership struc- 
ture and why the company believes it is the best structure for the 
company, including discussion about whether the company com- 
bines or separates the roles of chairman of the board and CEO and 
whether the company has a lead independent director. Similarly, 
Business Roundtable would support a “comply or explain” ap- 
proach, which some non-U. S. markets already follow, that would 
require companies to disclose whether they have adopted specific 
governance practices, and if not, why not. Either of these alter- 
natives would allow companies and shareholders flexibility in de- 
termining the practices that are most appropriate for them, provide 
transparency to shareholders and avoid a “one-size-fits-all” ap- 
proach. 
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RESPONSES TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM J.W. VERRET 

Q.l. Professor Coates raised an interesting idea in his written tes- 
timony. Rather than forcing a structure on all companies, he sug- 
gests an opt out vote by shareholders every few years for some gov- 
ernance proposals. That idea could be applied to proxy access and 
advisory vote procedures as well instead of the Government decid- 
ing what the rules will be. I want to know what you think of that 
approach, of a mandatory opt in or opt out vote every few years to 
decide certain matters. Please also comment on whether such a 
vote should be an opt in or opt out vote. 

A.l. Answer not received by time of publication. 

Q.2. There has been a lot of talk about giving shareholders a vote 
on pay packages, but little discussion of the details. If we were to 
require such a vote, what specifically should be voted on, and how 
often? 

A.2. Answer not received by time of publication. 

Q.3. Are States responding to concerns about corporate governance 
issues with changes to their own laws? Is there really a need to 
federalize business laws? 

A.3. Answer not received by time of publication. 

Q.4. How do we make sure boards can be an effective check on 
management? 

A.4. Answer not received by time of publication. 

Q.5. How do we make sure boards and management know what is 
going on inside the large firms they are supposedly running? 

A.5. Answer not received by time of publication. 

Q.6. Is a better approach to making sure boards and management 
understand what is going on inside their companies to shrink the 
size and scope of the companies? 

A.6. Answer not received by time of publication. 

Q.7. For proxy access, how large of a block of shareholders should 
have to request that the item be included? 

A.7. Answer not received by time of publication. 

Q.8. What are issues that shareholders should have an opt out or 
opt in vote on? 

A.8. Answer not received by time of publication. 

Q.9. Please provide any comments you may have on the proposed 
Shareholders Bill of Rights Act, S. 1074, or otherproposed legisla- 
tion. 

A.9. Answer not received by time of publication. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR VITTER 
FROM J.W. VERRET 

Q.l. Professor, in your testimony you suggest alternative contrib- 
uting factors for the Committee to investigate to determine the 
“culprit” of the financial crisis. The first factor you suggest to in- 
vestigate is the moral hazard problems created by the prospect of 
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the Government bailout. Do you think that moral hazard problem 
is stronger cause of the than corporate pay structure? Do you think 
the distortions to the housing market cause by Fannie Mae and 
Freddie Mac played a larger role in causing the financial crisis of 
2008 than how a company pays its CEO? 

A.l. Answer not received by time of publication. 


RESPONSES TO WRITTEN QUESTIONS OF SENATOR RUNNING 
FROM RICHARD C. FERLAUTO 

Q.l. Professor Coates raised an interesting idea in his written tes- 
timony. Rather than forcing a structure on all companies, he sug- 
gests an opt out vote by shareholders every few years for some gov- 
ernance proposals. That idea could be applied to proxy access and 
advisory vote procedures as well instead of the Government decid- 
ing what the rules will be. I want to know what you think of that 
approach, of a mandatory opt in or opt out vote every few years to 
decide certain matters. Please also comment on whether such a 
vote should be an opt in or opt out vote. 

A.l. The proxy access procedure that has been proposed by the 
SEC aims to remove regulatory barriers to shareholders’ exercise 
of their existing rights to nominate director candidates. It facili- 
tates shareholders’ use of their nomination rights by recognizing 
that in the modern system of proxy voting, the proxy statement 
itself is the forum that used to occur at the shareholder meeting. 
Accordingly, the proxy access procedure is a disclosure measure, 
rather than a new substantive right. 1 

For that reason, I don’t believe it would be appropriate for com- 
panies to opt in or opt out of the proxy access procedure. In the 
same way that companies are not permitted to opt out of the appli- 
cation of the SEC’s shareholder proposal rule or the executive com- 
pensation disclosure requirements, they should not be allowed to 
opt out of the proxy access procedure. 

Of course, a company should be able to provide its shareholders 
with a more shareholder-friendly form of access procedure than 
that established by the SEC’s proposed rule. For example, a com- 
pany could provide that holders of a lower percentage of out- 
standing shares are entitled to invoke the proxy access procedure, 
or it could allow nominating shareholders to include longer sup- 
porting statements than the SEC’s rules contemplate. 

The shareholder advisory vote on executive compensation does 
not primarily address disclosure, and thus stands on different foot- 
ing. My main concern about a regime in which “say-on-pay” would 
not apply to companies for some period of time is that it imposes 
significant delay on the process of obtaining shareholder voice, 
should shareholders believe that such voice is needed to safeguard 
shareholder value. 

For instance, one could imagine a regime that would provide for 
a vote of one kind or another every 3 years. At a company without 


1 1 acknowledge that there are some who argue that section 14(a) of the Exchange Act does 
not authorize the Commission to propose a proxy access procedure. Although I believe that the 
Commission’s authority is clear in this regard, an explicit legislative grant of authority would 
be useful in order to avoid unnecessary litigation and provide some measure of stability in this 
area. 
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“say-on-pay” where performance begins to suffer shortly before the 
scheduled vote, but it does not become apparent that the pay-per- 
formance relationship has been severed until shortly after the vote, 
shareholders might have to wait almost 3 years to vote in favor of 
applying or reinstating “say-on-pay.” As Bob Pozen, formerly of Fi- 
delity, stated in criticizing the triggering requirements of the SEC’s 
2003 proposed proxy access procedure, “two years is an eternity in 
this game.” 2 

In any event, the collective action problem facing shareholders, 
which has been exhaustively analyzed in the academic literature, 
argues in favor of an opt out procedure rather than an opt in proce- 
dure. The weight given to management’s recommendations on 
proxy issues — the opt in or opt out proposal would be a manage- 
ment proposal, presumably — the well-documented expense and dif- 
ficulty attendant to shareholder communication and the vote-boost- 
ing effect of the New York Stock Exchange’s “broker-may- vote” rule 
on management proposals all argue in favor of making applicability 
of a governance feature the default, and requiring management to 
convince shareholders that the company is so well-governed that 
the governance feature would not be value enhancing. 

Q.2. There has been a lot of talk about giving shareholders a vote 
on pay packages, but little discussion of the details. If we were to 
require such a vote, what specifically should be voted on, and how 
often? 

A.2. As proposed in H.R. 3269, the Corporate and Financial Insti- 
tution Compensation Fairness Act of 2009, shareholders should be 
given the opportunity to vote on “the compensation of executives as 
disclosed pursuant to the Commission’s compensation disclosure 
rules for named executive officers (which disclosure shall include 
the compensation committee report, the compensation discussion 
and analysis, the compensation tables, and any related materials, 
to the extent required by such rules).” This vote should occur annu- 
ally. 

Q.3. How do we make sure boards can be an effective check on 
management? 

A.3. Many factors have an impact on board effectiveness, including 
the skills, qualifications, and experience of directors; the independ- 
ence and vitality of the board’s leadership; and the quality of the 
information and advice provided to the board. However, the single 
most important factor determining whether the board can and will 
effectively oversee management is whether board members feel 
they work for the shareholders. If shareholders do not have a 
meaningful role in nominating and electing directors, they will not 
engage in robust monitoring. As Relational Investors’ Ralph Whit- 
worth has said, “you dance with who brought you.” 3 Accordingly, 
measures such as proxy access that enable shareholders to more 
fully exercise their State-law right to nominate directors would be 
very useful in improving board effectiveness. 


2 See “The Debate on Shareholder Access to the Ballot, Part I” (transcript of symposium at 

Harvard Law School in October 2003), at 46 (available at http:/ / www.law.harvard.edu / pro- 
grams / olin center/ corporate governance / papers / 03.bebchuk.debate-l.pdf). 

3 See, id. at 41. 
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Q.4. How do we make sure boards and management know what is 
going on inside the large firms they are supposedly running? 

A.4. Keeping boards and managements informed enough to do their 
jobs well requires different strategies. Members of management are 
employees of the company and devote themselves full-time to its 
management. The right reporting and information structures to en- 
sure that senior managers are aware of what is happening will 
vary tremendously from one company to another, depending on the 
nature of the company’s business, the geographical reach of its op- 
erations and other factors. As a result, it is not possible to pre- 
scribe a single structure that works well for all companies. 

Boards of directors, by contrast, are composed primarily of people 
from outside the company and they meet to work on company busi- 
ness only periodically. Many board members have demanding day 
jobs; those who do not are often members of multiple boards or en- 
gage in philanthropic or other pursuits that take significant time 
and attention. Accordingly, information must be collected and syn- 
thesized before presentation to the board, in order to use directors’ 
time efficiently. 

It is important that a company’s senior management not have a 
monopoly on the flow of information to the board; if it does, the 
board functions more as a rubber stamp than as an effective mon- 
itor and resource. Independent board leadership is the best way to 
ensure that directors have access to all the information they need 
to do their jobs well. An independent board chairman sets the 
agenda and provides relevant information to directors; he or she 
will include material furnished by members of senior management 
but will also be able to provide outside perspectives. Where the 
chairman is also the CEO, by contrast, his or her perspective will 
dominate and outside information is less likely to be provided to 
board members. 

Q.5. Is a better approach to making sure boards and management 
understand what is going on inside their companies to shrink the 
size and scope of the companies? 

A.5. It is possible that a company’s operations may become too 
large, varied, and dispersed for adequate monitoring to be cost-ef- 
fective. In the vast majority of cases, however, I believe that the 
mechanisms discussed in response to Questions 3 and 4 will ad- 
dress the problem of ensuring robust oversight. 

Q.6. For proxy access, how large of a block of shareholders should 
have to request that the item be included? 

A.6. The thresholds proposed by the SEC in its current rule mak- 
ing strike the right balance between ensuring that the access pro- 
cedure is available only to shareholders with a substantial stake in 
the company and fulfilling the objective of removing obstacles to 
the exercise of shareholders’ State-law director nomination rights. 

Q.7. What are issues that shareholders should have an opt out or 
opt in vote on? 

A.7. I do not favor, in the first instance, an opt in or opt out regime 
for the governance reforms discussed at the hearing. As discussed 
in the answer to Question 1, an opt in or opt out process is not ap- 
propriate for disclosure measures. For other reforms, my support of 
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an opt out regime would depend on how often the vote was held 
and whether shareholders could quickly trigger an earlier vote if 
circumstances warranted. 



